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REG-209446-82, page 24.

Proposed regulations under section 1366 of the Code re-
late to the pass through of items of an S corporation to its
shareholders, the adjustments to the basis of stock of the
shareholders, and the treatment of distributions by an S
corporation. A public hearing will be held on December 15,
1998.

Rev. Proc. 98-46, page 21.

Last-in, first-out inventories; truck dealers. Rev. Proc.
97-44, 1997-41 I.R.B. 8, is modified to extend the relief
provided by that revenue procedure for certain LIFO con-
formity violations of section 472(c) or (e)(2) of the Code to
medium- and heavy-duty truck dealers.
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Information reporting; Hope Scholarship Credit; Life-
time Learning Credit. Taxpayers are informed that the
Service and Treasury are extending the application of Notice
97-73, 1997-51 |.R.B. 16, to information reporting re-
quired under section 6050S of the Code for 1999.

Announcement 98-81, page 35.

The disaster relief provided in section 5.02 of Rev. Proc.
95-28, 1995-1 C.B. 704 and 705, is extended to include
an area in Nevada County, California, bordering a declared
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Mission of the Service

The purpose of the Internal Revenue Service is to collect
the proper amount of tax revenue at the least cost; serve
the public by continually improving the quality of our prod-

Statement of Principles
of Internal Revenue
Tax Administration

The function of the Internal Revenue Service is to adminis-
ter the Internal Revenue Code. Tax policy for raising revenue
is determined by Congress.

With this in mind, it is the duty of the Service to carry out that
policy by correctly applying the laws enacted by Congress;
to determine the reasonable meaning of various Code provi-
sions in light of the Congressional purpose in enacting them;
and to perform this work in a fair and impartial manner, with
neither a government nor a taxpayer point of view.

At the heart of administration is interpretation of the Code. It
is the responsibility of each person in the Service, charged
with the duty of interpreting the law, to try to find the true
meaning of the statutory provision and not to adopt a
strained construction in the belief that he or she is “protect-
ing the revenue.” The revenue is properly protected only
when we ascertain and apply the true meaning of the statute.

ucts and services; and perform in a manner warranting
the highest degree of public confidence in our integrity, effi-
ciency, and fairness.

The Service also has the responsibility of applying and
administering the law in a reasonable, practical manner.
Issues should only be raised by examining officers when
they have merit, never arbitrarily or for trading purposes.
At the same time, the examining officer should never hesi-
tate to raise a meritorious issue. It is also important that
care be exercised not to raise an issue or to ask a court to
adopt a position inconsistent with an established Service
position.

Administration should be both reasonable and vigorous. It
should be conducted with as little delay as possible and
with great courtesy and considerateness. It should never
try to overreach, and should be reasonable within the
bounds of law and sound administration. It should, howev-
er, be vigorous in requiring compliance with law and it
should be relentless in its attack on unreal tax devices and
fraud.



Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents of a permanent nature are consoli-
dated semiannually into Cumulative Bulletins, which are sold
on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury's Office of the
Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.

With the exception of the Notice of Proposed Rulemaking
and the disbarment and suspension list included in this part,
none of these announcements are consolidated in the Cumu-
lative Bulletins.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.



Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 42.—Low-Income Section 483.—lInterest on reflect changes made by the Small Busi-

Housing Credit Certain Deferred Payments ness Job Protection Act of 1996. The text
of these temporary regulations also serves
The adjusted applicable federal short-term, mid- The adjusted applicable federal short-term, midyg the text of the proposed regulations set
term, and long-term rates are set forth for the montierm, and long-term rates are set forth for the mon%rth in the notice of proposed rulemaking
of September 1998. See Rev. Rul. 98-43, page 9. of September 1998. See Rev. Rul. 98-43, page 9. . . ;
on this subject in REG-115446-97, page

23.
Section 280G.—Golden Section 642.—Special Rules for  pates: These regulations are effective
Parachute Payments Credits and Deductions September 18, 1998.

Federal short-term, mid-term, and long-term Federal short-term, mid-term, and long-term APPlicability: These reQUIat.'onS apply
rates are set forth for the month of September 1998ates are set forth for the month of September 19980 taxable years of a possessions corpora-
See Rev. Rul. 98-43, page 9. See Rev. Rul. 98-43, page 9. tion beginning after August 19, 1998.

FOR FURTHER INFORMATION CON-
Section 382.—Limitation on Net  Section 807.—Rules for Certain TACT: Patricia A. Bray or Elizabeth

Operating Loss Carryforwards Reserves Beck, (202) 622-3880, or Jacob Feldman,
and Certain Built-in Losses (202) 622-3830 (not toll-free numbers).

X . The adjusted applicable federal short-term, mid-
Following Ownership Change term, and long-term rates are set forth for the mon§UPPLEMENTARY INFORMATION:

. . of September 1998. See Rev. Rul. 98-43, page 9.
The adjusted federal long-term rate is set forth

for the month of September 1998. See Rev. Rul.
98-43, page 9. . .
Section 846.—Discounted Section 1§01(a) of the Small B_usmess
Unpaid Losses Defined Job Protection Act of 1996, Public Law
104-188, 110 Stat. 1755 (1996), amended
The adjusted applicable federal short-term, midthe Internal Revenue Code by adding sec-

Background

Section 412.—Minimum Funding

Standards term, and long-term rates are set forth for the monttion 936(j). Section 936(j) generally re-
of September 1998. See Rev. Rul. 98-43, page 9. i ;

The adjusted applicable federal short-term, mid- P pag peal; the Puerto Rico and pQSSQSSIOI’] tax
term, and long-term rates are set forth for the month credit for taxable years beginning after
of September 1998. See Rev. Rul. 98-43, page 9. . . December 31, 1995. However, the sec-

Section 936.—Puerto Rico and  {jon provides grandfather rules under
Possession Tax Credit which a corporation that is an existing
Section 467.—Certain Payments 26 CER 1.936-11T: New | bus credit claimant would be eligible to claim
. —. . New lines of business . e .
for the Use of Property or orohibited (temporary). credits for a transition period. The Puerto
Services Rico and possession tax credit will phase
T.D. 8778 out for these existing credit claimants

The adjusted applicable federal short-term, mid- ending with the last taxable year begin-

term, and long-term rates are set forth for the mon .
of September 1998. See Rev. Rul. 98-43, page 9. IBEPARTMENT OF THE TREASURY ning before January 1, 2006.

Internal Revenue Service For taxable years beginning after De-

26 CFR Part 1 cember 31, 1995 and before January 1,
Section 468.—Special Rules for 2006, the Puerto Rico and possession tax
Mining and Solid Waste Termination of Puerto Rico and credit applies only to a corporation that

qualifies as an existing credit claimant (as

Reclamation and Closing Costs  Possession Tax Credit, New defined in section 936()(9)(A)). The de-

Lines of Business Prohibited

The adjusted applicable federal short-term, mid- termination of whether a corporation is an
term, and long-term rates are set forth for the mont . . existing credit claimant is made sepa-
of September 1998. See Rev. Rul. 98-43, page 9. ﬁ‘s;',\'%;(&&?fmal Revenue Serwcerately for each possession. A possessions

corporation that adds a substantial new
. . ACTION: Temporary regu|ations_ line of business (other thanin a quallfylng
Section 482.—Allocation of acquisition of all the assets of a trade or
Income and Deductions Among  SUMMARY: This document contains business of an existing credit claimant)
Taxpayers temporary regulations that provide guidafter October 13, 1995, ceases to be an

_ ance regarding the addition of a substamxisting credit claimant as of the begin-
Federal short-term, mid-term, and long-term. . . . . . -

rates are set forth for the month of September 1908al new line of business by a possessiongng of the taxable year during which
See Rev. Rul. 98-43, page 9. corporation that is an existing creditsuch new line of business is added.

claimant. These temporary regulation3herefore, a possessions corporation that

September 8, 1998 4 1998-36 |.R.B.



ceases to be an existing credit claimant estandard Industrial Classification CodeThird, an activity will be closely related
ther because it has added a substanti@IC code). to a pre- existing business if the pre-exist
new line of business, or because a new Factor (H) is whether the United Stategng business is making a component prod
line of business becomes substantial, duBureau of the Census assigns the activityct or end-product form, as defined in
ing a taxable year may not claim thehe same six-digit NAICS code (or four-81.936-5(a)(1), Q & Al, and the new ac-
Puerto Rico and possessions tax credit faligit SIC code) as the pre-existing busitivity is making an integrated product (or
that taxable year or any subsequent taxess. In the case of a pre-existing businesad-product form with fewer excluded
able year. or activity that is listed under a NAICScomponents), that is not within the same
code of 99999, Unclassified establishsix-digit NAICS code (or four-digit SIC
ments, or under a miscellaneous categoppde) as the pre-existing business solel
This document provides temporary reg(rr_1ost NAICS codes eljding ina 9" ar_e_because the component product and th
ulations that interpret section 936(j)-Miscellaneous categories), the similarityntegrated product (or the two end-prod-
(9)(B). In particular, temporary regula-iN NAICS codes is ignored as a factor inuct forms) have different end-uses.
tion §1.936-11T adopts principles similad€termining whether the activity is closely Paragraph (b)(3) provides that a busi:
to those in §1.7704-2(c) and (d) (transit¢lated to the pre-existing business. Theess activity of a possessions corporatiol
tion rules for existing publicly traded dissimilarity of the NAICS codes is con-is considered to be a pre-existing busines
partnerships) for determining whether &idered in determining whether the activif the possessions corporation was ac
corporation has added a substantial nelfy is closely related to the pre-existingtively engaged in the activity within the
line of business. business. For purposes of this sectiopossession on or before October 13, 199t
Paragraph (a) of §1.936-11T states tH¥AICS codes must be set forth in theand the possessions corporation electe
general rule that, if a possessions corporflorth American Industry Classificationthe benefits of the Puerto Rico and pos
tion that is an existing credit claimant, asystem Manual, United States, that is isession tax credit pursuant to an electiol
defined in section 936(j)(9)(A), adds eeffect for the taxable year during which avhich was in effect for the taxable year
substantial new line of business during BeW line of business is added. that included October 13, 1995.
taxable year, it will cease to be an existing Similarly, in the case of a pre-existing Paragraph (b)(3)(ii) explains how the
credit claimant as of the close of the taxpusiness or activity that is listed under acquisition of all of the assets or the stocl
able year ending before the date of suchlC code of 9999, Nonclassifiable Estabef an existing credit claimant can affect
addition. The paragraph also generallfshments, or under a miscellaneous catée determination of whether an activity is
describes the subjects discussed in tH@ry (most SIC codes ending in a “9” are pre-existing business. It is intended tha
other paragraphs in §1.936—11T. miscellaneous categories), the similarityan activity that is a pre-existing busines:s
Paragraph (b) addresses the meaning i6f SIC codes is ignored as a factor in desf an existing credit claimant and that
the termnew line of businessThe tempo- termining whether the activity is closelycontinues to be carried on in the posses
rary regulation generally follows the apxelated to the pre-existing business. Ths&ion by any affiliated or non-affiliated ex-
proach of §1.7704-2(d)(1), providing thedissimilarity of the SIC codes is considdisting credit claimant should continue to
general rule derived from §1.7704-ered as a factor in determining whethebe characterized as a pre-existing activity
2(d)(2) that explains when a business a¢he activity is closely related to the presince all the assets and activity remain ir
tivity is a pre-existing businessnd from existing business. The SIC codes are stte possession and no new activity is in
§1.7704-2(d)(3) that defines when thaforth in the Executive Office of the Presi-troduced there. A non-affiliated acquiring
activity isclosely relatedo a pre-existing dent, Office of Management and Budgetgorporation will not be bound by any sec-
business. Paragraph (b)(1) provides thatStandard Industrial Classification Man+ion 936(h) election made by the prede-
new line of business is any activity of theial, that is in effect for the taxable yeacessor existing credit claimant with re-
possessions corporation that is not closefuring which a new line of business ispect to that business activity.
related to a pre-existing business of thadded. Where all of the assets related to a pre
possessions corporation. Paragraph (b)(2)(ii) provides safe harexisting activity of an existing credit
Paragraph (b)(2) explains that, excegiors for determining whether an activityclaimant are acquired by a corporatior
as provided in paragraph (b)(2)(ii), all thds closely related to a pre-existing busithat is not an existing credit claimant, but
facts and circumstances (including factorsess in three cases. First, an activity withat continues the activity in the posses
A through H in paragraph (b)(2)(i)) mustbe closely related to a pre-existing busision, the regulation provides that if the ac-
be considered to determine whether a nemess if the activity is within the same sixquiring corporation makes an election
activity is closely related to a pre-existingdigit NAICS code or four-digit SIC code under section 936(e) for the taxable yea
business of the possessions corporatioas the pre-existing business. Second, a@f the acquisition, the acquired activity
Paragraph (b)(2)(i) applies the same eiglatctivity will be closely related to a pre-ex-will be treated as a pre-existing activity of
factors considered in 8§1.7704-2(d)(3)isting business if the activity is within thethe acquiring corporation, and the acquir-
except that the temporary regulation prasame five-digit NAICS code or three-digiting corporation will be treated as an exist-
vides that in applying factor H, the posSIC code as the pre-existing business aiag credit claimant. The acquiring corpo-
sessions corporation may use either thae facts related to the new activity satisfyation will be deemed to satisfy the rules
new North American Industry Classifica-at least three of the factors in paragraphef section 936(a)(2) for the year of acqui-
tion System Code (NAICS code) or thdb)(2)(i))(A) through (G) of this section. sition.

Explanation of Provisions

1998-36 |.R.B. 5 September 8, 1998



In the case of an acquisition of all the Paragraph (c)(3) provides rules for apnesses for taxable years beginning before
assets of a non-affiliated existing crediplying the annual assets test. For pudanuary 1, 1996.
claimant, the acquiring corporation willposes of the assets test, paragraph (c)(3) .
not be bound by its predecessor’s ele@rovides that the denominator is the ad>Pecial Analyses
tions under sections 936(a)(4) and (h) rgusted tax bases of the total assets of the |, 145 been determined that this tempo-
garding that business activity. possessions corporation for the currer}ttjlry regulation is not a significant regula-
A mere change in the ownership of daxable year, while the numerator is th‘?ory action as defined in Executive Order
possessions corporation will not affect it@djusted tax bases of the total assets uii2866. Therefore, a regulatory assess-
status as an existing credit claimant folized in the new line of business for the .t is not required. It also has been de-
purposes of determining whether an activeurrent taxable year. Total assets inCIUdt%rmined that section 553(b) of the Ad-
ity is closely related to a pre-existingintangibles, cash and receivables. IPninistrative Procedure Act (5 U.S.C.
business. order to provide for administrative CONVe+hanter 5) does not apply to these regula-
Paragraph (b)(4) provides that the testience for both the taxpayer and the 'Rﬁons and because the regulation does not
for a new line of business is only appliedind for greater certainty in the result, thﬁnpo,se a collection of information on
at the time the new activity is added (atest uses the adjusted tax bases of the as?ﬁall entities, the Regulatory Flexibility
opposed to the test of whether a new linglicable assets since these amounts are Gt (5 U.S.C.1 chapter 6) does not apply.
of business is substantial, which is apready reflected in the books and recorC%oreover the rules contained in this
plied annually under paragraph (c) of thisf the possessions corporation. Treasury decision provide taxpayers with
section). Paragraph (c)(3)(ii) permits an excep; . ediate guidance necessary to comply
Paragraph (c)(1) provides the generdlon to the assets test. A new line of bus\ivith section 936(j)(9)(B), which was ef-
rule for determining when a new line ofness of a possessions corporation will n éctive for taxable years, beginning after
business becomes substantial. The paiae treated as substantial as a result of t 2 cember 31 1995 In the absence of
graph explains that, for purposes of se@ssets test if an event that is not reaso{é’mporary regljlationé the only guidance
tion 936 and section 30A, a new line ofbly anticipated causes the adjusted tar>é arding what is aew,line of business
business of a possessions corporation limses of the assets used in the new line Of?eference in the leqislative historv to the
treated as substantial in the first taxablbusiness to exceed 15 percent of the ag?inci les of &1 7702_2@ of the ?/e Ula-
year in which it satisfies either of the fol-justed tax basis of the possessions corp ons pThe only.guidance regardinggwhat
lowing two tests: (1) the possessions coration’s total assets. An event that is naL substantialis a reference to §1.7704—
poration derives more than 15 percent akasonably anticipated would include th (©) in the Joint Committee Explr;mation
its gross income for the taxable year frondestruction of plant and equipment of th Blue Book) of Public Law 104-188. Al-
that line of business (the gross incompre-existing business due to a hurricane ‘Srr]ough a possessions corporation. might
test); or (2) the possessions corporatioother natural disaster or other similar Cirbe able to construct a tax return position
directly uses in that line of business moreumstances beyond the control of the pos- o .
than 15 percent of its total assets (the asessions corporation. The expiration of aa}s-ed on th|§ |nf-ormat|on, th.e eﬁep t of
sets test). This position generally reflectpatent is not such an event and thus Wi!plsmterpretatyor_\ 'S se\:frel—_d|squal|fl_cs-
the rules of §1.7704-2(c)(1). not trigger this exception. '3? baesnzfri]tse;(cl)?tg}?hgrrethg guilgzzti,a\ll\/:e\-/v
For purposes of the gross income test, Paragraph (d) contains five example?

paragraph (c)(2) provides that the denonthat illustrate the rules of this temporaryIne of business or the pre-existing .bu5|-
ness. Taxpayers must have unambiguous

inator is the amount that is the gross inregulation. . . ) .
come of the possessions corporation for Paragraph (e) provides that a possegy'd?nce on Wh'Ch th_ey can |m_med|ately
the current taxable year, while the numeisions corporation that adds a significanrtely n stru_cturmg th.e.|r. pOssession corpo-
ator is the gross income of the new line afiew line of business during a taxable yez{f"t'on b_usmess activities. F_or t_hese rea-
business for the current taxable year. Thmay not claim the Puerto Rico and pos§Ons this temporgry regulatl_op 'S r_1eeded
gross income test must be applied at thsession tax credit on its return for the ta>§-0 ensure the efficient admlnlstratlon of
end of each taxable year. The income &ble year in which the substantial neV\tIhe tax laws. Pursuant to schop 7805(f)
not to be annualized when a new activitfine of business is added or a new line ocff the Interngl Reyenue Code_, this tempo-
begins late in the taxable year. Testingusiness becomes substantial. rary regulation will be submitted to the
should occur on a company-by-company Paragraph (f) provides that the tempochief Counsel for Advocacy of the Small
basis, if a consolidated group election wasary regulation will apply to taxable years_l‘DJUSIness Admlnlstratpn for comment on
made pursuant to section 936(i)(5). In thef the possessions corporation beginning® €fféct on small business.

case of a new line of business acquiredfter August 19, 1998. However, ta_XPaVDrafting Information

through the purchase of all of the assets efs may elect to apply all of the provisions

an existing credit claimant, the gross inef the regulation for any open taxable The principal author of these regula-
come test for the acquiring corporatioryears beginning after December 31, 1995ions is Patricia A. Bray of the Office of
for the year of the acquisition includesOnce an election is made, the regulatiothe Associate Chief Counsel (Interna-
only the income from the date of acquisiwill apply for all subsequent taxabletional), within the office of Chief Coun-
tion through the end of the taxable yeayears. The temporary regulations will nosel, IRS. However, other personnel from
that includes the date of acquisition. apply to the activities of pre-existing busithe IRS and the Department of the Trea-
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sury participated in the development ohew activity is closely related to a pre-exand electronic versions from the National
these regulations. isting business of the possessions corpdechnical Information Service (NTIS) at
ration, and thus is not a new line of busi1-800-553-6847 or at the NTIS NAICS
ness. web site at <http://www.ntis.gov/naics>.

(i) Factors. The following factors will In the case of a pre-existing business o
help to establish that a new activity isactivity that is listed under a SIC code of

* * k* *x %

Adoption of Amendments to the

Regulations closely related to a pre-existing busines3999, Nonclassifiable Establishments, ol
Accordingly, 26 CFR part 1 is amendedctivity of the possessions corporation—under a miscellaneous category (most Sl
as follows: (A) The activity provides products orcodes ending in “9” are miscellaneous
services very similar to the products ocategories), the similarity in SIC codes is

PART 1—INCOME TAXES services provided by the pre-existinggnored as a factor in determining
business; whether the activity is closely related to

paftaia?srzeseﬁ dg;iilgggirrlg ;':]agztnr;oirn (B) The activity markets products andhe pre-existing business. The dissimilar:

. ) services to the same class of customers i of the SIC codes is considered in de-
numerical order to read as follows: L . ) - L

o that of the pre-existing business; termining whether the activity is closely
Authority: 26 U.S.C. 7805 * * * A . L .

. : (C) The activity is of a type that is nor-related to the pre-existing business. Th
Section 1.936-11T also issued under 26 " d din th busi | d forth in th .
U.S.C. 936(). *** mally con ucte m'F e same business (SIQ codes are set. orth in t. e Executive

.Pér. 5 Se.ct'on 1.936-11T is added t8at|on as the pre-existing business; Office of the President, Office of Man-
read és f'ollo s-l U ! (D) The activity requires the use ofagement and Budget, Standard Industrie
ws: similar operating assets as those used @lassification Manual, that is in effect for

§1.936-11T New lines of business the pre-existing business; the taxable year during which a new line

prohibited (temporary). (E) The activity’s economic success deef business is added. A printed version o
pends on the success of the pre-existirtge official SIC Manual is available from

(a) In general. A possessions corpora-business; the National Technical Information Ser-

tion that is an existing credit claimant, as (F) The activity is of a type that wouldvice (NTIS) at 1-800-553-6847.
defined in section 936(j)(9)(A), and thathormally be treated as a unit with the pre- (ii) Safe harborsAn activity is closely
adds a substantial new line of businessxisting business in the business’ accountelated to a pre-existing business and thu
during a taxable year, or that has a newig records; is not a new line of business in the follow-
line of business that becomes substantial (G) If the activity and the pre-existinging three cases—
during the taxable year, will cease to beusiness are regulated or licensed, they (A) If the activity is within the same
an existing credit claimant as of the closare regulated or licensed by the same six-digit NAICS code (or four-digit SIC
of the taxable year ending before eithegimilar governmental authority; and code);
such taxable year. The temew line of  (H) The United States Bureau of the (B) If both the pre-existing business
businesss defined in paragraph (b) ofCensus assigns the activity the same sigctivity and the new activity are within
this section. The terraubstantialis de- digit North American Industry Classifica-the same five-digit NAICS code (or three-
fined in paragraph (c) of this sectiontion System (NAICS) code or four-digitdigit SIC code) and the facts relating to
Paragraph (d) of this section provides exndustry Number Standard Identificationthe new activity satisfy at least three of
amples illustrating paragraphs (a) througbode (SIC code) as the pre-existing busthe factors listed in paragraph (b)(2)(i)(A)
(c) of this section. Paragraph (e) of thismess. In the case of a pre-existing busihrough (G) of this section; or
section instructs a possessions corporaess or activity that is listed under a (C) If the pre-existing business is mak-
tion not to claim the Puerto Rico and posNAICS code of 99999, Unclassified Esing a component product or end-produc
session tax credit on its return if it hasablishments, or under a miscellaneou®rm, as defined in §1.936-5(a)(1),Q &
added a substantial new line of businessategory (most NAICS codes that end in A1, and the new business activity is mak:
during the taxable year. Paragraph (f) 09" are miscellaneous categories), théng an integrated product, or an end-prod
this section is the effective date provisionsimilarity in NAICS codes is ignored as auct form with fewer excluded compo-
(b) New line of business(1) In gen- factor in determining whether the activitynents, that is not within the same six-digit
eral. A new line of business is any busi-s closely related to the pre-existing busiNAICS code (or four-digit SIC code) as
ness activity of the possessions corporaess. The dissimilarity of the NAICSthe pre-existing business solely becaus
tion that is not closely related to acode is considered in determininghe component product and the integrate!
pre-existing business of the possessionghether the activity is closely related tgoroduct (or two end-product forms) have
corporation. The terrclosely relateds the pre-existing business. For purposes different end-uses.
defined in paragraph (b)(2) of this secthis section, NAICS codes must be set (3) Pre-existing business(i) In gen-
tion. The ternpre-existing busineds de- forth in the North American Industry eral. Except as provided in paragraph
fined in paragraph (b)(3) of this section. Classification System (United States)b)(3)(ii) and (4) of this section, a busi-
(2) Closely related. All the facts and Manual that is in effect for the taxableness activity is a pre-existing business o
circumstances must be considered, infear during which a new line of businesshe existing credit claimant if—
cluding paragraphs(b)(2)(i)(A) throughis added. The official NAICS-United (A) The existing credit claimant was
(H) of this section, to determine whether &tates Manual is available in both printedctively engaged in the activity within the
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possession on or before October 13, 199percent of its gross income from that newredit claimant unless otherwise indicated:
and line of business (gross income test); or
(B) The existing credit claiman_t has (ii)' The taxable year _in which the. POSion which manufactured bulk chemicals (@ compo-
elected the benefits of the Puerto Rico argkssions corporation directly uses in thafent product). In March 1997, X Corp. began to
possession tax credit pursuant to an elepew line of business more that 15 perceniso manufacture pills (e.g., finished dosages or an
tion which is in effect for the taxable yearof its assets (assets test). integrated product). The new activity provides
that includes October 13, 1995. (2) Gross income testThe denomina- Products very similar to the products provided by

.. . . . . e pre-existing business. The new activity is of a
(i) Acquisition of all of the assets ortor in the gross income test is the amow{ﬁ e that is normally conducted in the same business

stock of an existing credit claimaig#) If  that is the gross income of the pOSSesSiofizaion as the pre-existing business. The activity's
all the assets of a pre-existing business obrporation for the current taxable yeareconomic success depends on the success of the pre-
an existing credit claimant are acquiredvhile the numerator is the amount that isxisting business. The manufacture of bulk chemi-
by an affiliated or non-affiliated existingthe gross income of the new line of busicals is in NAICS code 325411, Medicinal and
credit claimant which carries on the business for the current taxable year. Tht%gapri‘l'lcsai's'\ff’;\l“ﬁggrz:”o%e"‘g'gﬂ‘; ’;‘ﬁg:’;ﬁg;‘;gl
ness activity of the pred.ecessor_ existingross income test is applied at the end Bleparation Manufacturing. Although the products
credit claimant, the acquired business a@ach. taxable year. Fo'r purposes of thigve a different end-use, may be marketed to a dif-
tivity will be treated as a pre-existingtest, if a new line of business is added laterent class of customers, and may not use similar
business of the acquiring corporation. An the taxable year, the income is not to beperating assets, they are within the same five-digit
non-affiliated acquiring corporation will annualized in that year. In the case of %{A'is ngg ?”i theCaC“V';y ;'Sofs":‘:?f'es para-
not be bound by any section 936(h) elediew line of business acquired through th%raepmzr(]ugc)tszé gf’ t(he)biﬁg by( x) é’orp e o
tion made by the predecessor existingurchase cf assets, _the gross income g?jered closely related to the manufacture of the
credit claimant with respect to that busisuch new line of business for the taxablgulk chemicals. Therefore, X Corp. did not add a
ness activity. year of the acquiring corporation that insew line of business because it falls within the safe
(B) Where all of the assets of a pre-excludes the date of acquisition is deterbarbor rule of paragraph (b)(2)(ii)(B) of this section.
isting business of an existing credimined from the date of acquisition EXample 2.X Corp. currently manufactures
. . . printed circuit boards in a possession. As a result of
claimant are acquired by a corporatiothrough the end of the taxable year. In th§technological breakthrough, X Corp. could pro-
that is not an existing credit claimant, iftase of a consolidated group electiofuce the printed circuit boards more efficiently if it
the acquiring corporation makes a sectiomade pursuant to section 936(i)(5), theodified its existing production methods. Because
936(e) election for the taxable year irfest applies on a company by compangemand was high, X Corp. expanded its facilities to
which the assets are acquired— basis and not on a consolidated basis. iumodritﬁt:g ﬁ;"dt‘ggﬁzti‘;fr:‘?n ‘::Lrgg; pri‘:;iﬁ&i”
(1) The acquiring corporation will be (3) A_ssets t-es{—(i) Cqmputation. Thc modifications topthe tacilities and pro'duction meth-
treated as an existing credit claimant fodenominator is the adjusted tax basis Qfys, the products produced through the new technol-
the year of acquisition; the total assets of the possessions corpoay were in the same six-digit NAICS code as prod-
(2) The activity will be considered ation for the current taxable year. The nuucts produced previously by X Corp. See paragraph
pre-existing business of the acquiring comerator is the adjusted tax basis of th@)(zb)(“)(A) (_’; th'z Sec:]'on- Tgsrzfme' X?"'p- ;"’t')” ,
poration; total assets utilized in the new line of!%t P¢ considered to have added a new line of busi-
. . . . ness for purposes of paragraph (b) of this section.
(3) The acquiring corporation will bc business for the current taxable year. The Example 3.X Corp. has manufactured Device A
deemed to satisfy the rules of sectiomssets test is computed annually using &Ml puerto Rico for a number of years and began to
936(a)(2) for the year of acquisition; and assets including cash and receivables. manufacture Device B in Puerto Rico in 1997. De-
(4) After making an election under sec- (ii) Exception.A new line of business Vvice Aand Device B are both used to conduct elec-
tion 936(e), a non-affiliated acquiring cor-of a possessions corporation will not /¢3! current to the heart and are both sold to cardi-
[ ill not be bound by electionstreated as substantial as a result of me °¢9g'5t5' There is no significant change in the type
poration W_' y . . . & activity conducted in Puerto Rico after the trans-
under sections 936(a)(4) and (h) made bng the assets test if an event that is N@l; of the manufacturing of Device B to Puerto Rico.
the predecessor existing credit claimant. reasonably anticipated causes assets usgdilar manufacturing equipment, manufacturing
(C) A mere change in the stock ownerin the new line of business of the possegrocesses and skills are used in the manufacture of
ship of a possessions corporation will nosions corporation to exceed 15 percent &pth devices. Both are regulated and licensed by the

: rat . . : F Drug Administration. Th ic suc-
affect its status as an existing credithe adjusted tax basis of the possessiggo® and Drug Administration. The economic suc

. . h e cess of Device B is dependent upon the success of
claimant for purposes of this section.  corporation’s total assets. For examplgeyice A only to the extent that the liability and
(4) Timing rule. The tests for a new an event that is not reasonably anticipat@fanufacturing prowess with respect to one reflects
line of business in this paragraphwould include the destruction of plant andavorably on the other. Depending upon the heart
(whether the new activity is closely re-equipment of the pre-existing businesgbnormality, the cardiologist may choose to use De-
lated to a pre-existing business) are apiue to a hurricane or other natural disaé"—rcee \G{h'i)ne;’r']ceesirg;z%t;:ensi‘SF":;irr‘téf?hogie‘gciis
plie.d only_at the end of t.h.e tgxable yeater, or other similar circumstances beycnausmess. The manufacture of Device Ais in tﬁeiix_
during which the new activity is added. the control of the possessions corporatioRigit NAICS code 339112, Surgical and Medical In-
(c) Substantial—(1) In general.For The expiration of a patent is not such astrument Manufacturing. The manufacture of De-
purposes of section 936 and section 30A&vent and will not trigger this exception. Vice B is in the six-digit NAICS code 334510,
a new line of business is considered to be (d) Examples.The following examples Eléctromedical and electro- therapeutic Apparatus
. . . . . Manufacturing. (The manufacture of Device Ais in
supstanual as of the ea_rller o_f— illustrate the rules de_scrlbe_d in paragraphﬁe four-digit SIC code 3845, Electromedical and
(i) The taxable year in which the pos<{a), (b), and (c) of this section. In the folgectrotheraputic Apparatus. The manufacture of

sessions corporation derives more that 16wing examples, X Corp. is an existingbevice B is in the four-digit SIC code 3841, Surgi-
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cal and Medical Instruments and Apparatus.) Thef paragraph (c) of this section, and the new activit¢Filed by the Office of the Federal Register on
safe harbor of paragraph (b)(2)(ii)(B) of this sectiomwill not cause X Corp. to lose its status as an exis@ugust 18, 1998, 8:45 a.m., and published in the
applies because the two activities are within thing credit claimant during 1997. In 1998, howeveriSsue of the Federal Register for August 19, 1998, 6
same three-digit SIC code and Corp. X satisfiethe gross income of X Corp. grew to $750 miIIionFR' 44387)
paragraphs (b)(2)(I)(A), (B), (C), (D), (F), and (G)while the gross income of the new line of business
of this section. grew to $150 million, or 20% of the X Corp. 1998

Example 4 X Corp. has been manufacturinggross income. Thus, in 1998, the new line of busi . N
house slippers in Puerto Rico since 1990. Y Corp. %ess is substantial within the meaning of paragrap%ectlon 12_74'._Determmatlon
a U.S. corporation that is not affiliated with X Corp.(c) of this section, and X Corp. loses its status as & ISsue Price in the Case of

and is not an existing credit claimant. Y Corp. hagyisting credit claimant as of December 31, 1997. Certain Debt Instruments Issued
been manufacturing snack food in the United States. for Property

In 1997, X Corp. purchased the asset‘s 0fYCorp._and (e) Loss of status as existing credit
began to manufacture snack food in Puerto R|co.I . A .. dit clai h
House slipper manufacturing is in the six-digitc/almant. An existing credit claimant that (aiso sections 42, 280G, 382, 412, 467, 468, 482,
NAICS code 316212  (Four-digit SIC code 3142adds a substantial new line of business #83, 642, 807, 846, 1288, 7520, 7872.)

House Slippers). The manufacture of snack foodg taxable year, or that has a new line of
falls under the six-digit NAICS code 311919, Othely \siness that becomes substantial in a tax-Federal rates; adjusted federal rates;
Snack Food Manufacturing (four-digit SIC code . .. i -
2052, Cookies and Crackegrs((pretzegls)). Becaus?eble_year’ loses its status as an eXIStlt ejlilj:leijtefrer?]eer)é(lérLOf:gr;teeano:aﬁ, ggeds
these activities are not within the same five or si€redit claimant as of the close of the tax* g P ) purp

.y - ; : f sections 1274, 1288, 382, and othe
digit NAICS code (or the same three or four-digitable year endmg before either such ta)P. ) ¢ th C’ q ,bl ) forth th
SIC code), and because snack food is not an intgple year. In such case, the possessi8ﬁ0t|0ns of the Code, tables set forth th
grated product that contains house slippers, the seg%r oration must not claim the PuertJates for September 1998.

harbor of paragraph (b)(2)(ii) of this section cannot . P d . di .
apply. Considering all the facts and circumstance&XICO @nd possession ta)_( Cl’e_lt on its '%2ev. Rul. 98-43
including the eight factors of paragraph (b)(2)()) ofturn for the taxable year in which the sub-

this section, the snack food manufacturing activity igtantial new line of business is added or a This revenue ruling provides various

not closely related to the manufacture of house sliph ; ; ; . .
. . . o ew line of business becomes substanti
pers, and is a new line of business, within the mean- %rescnbed rates for federal income tax

ing of paragraph (b) of this section. (f) Effective date-(1) General rule. purposes for September 1998 (the currer

Example 5.X Corp. is an existing credit claimant This section applies to taxable years of month.) Table 1 contains the short-term
_that has elegted the profit-split method for comp_utpogsessions corporation beginning aft&hid-term, and Iong-term applicable fed-
ing taxable income. P Corp. was not an eXIStmg\UgUSt 19, 1998. eral rates (AFR) for the current month for

credit claimant and manufactured a product in a dif- . . s .
ferent five-digit NAICS code than the product man- (2) Election for retroactive application. purposes of section 1274(d) of the Inter-

ufactured by X Corp. In 1997, X Corp. acquired thel aXpayers may elect to apply retroacnal Revenue Code. Table 2 contains th:
stock of P Corp. and liquidated P Corp. in a tax-freéively all the provisions of this section forshort-term, mid-term, and long-term ad-

liquidation under section 332, but continued theany open taxable year beginning after Dgusted applicable federal rates (adjuste
business activity of P Corp. as a new business segempar 31 1995, Such election will beAFR) for the current month for purposes
ment. Assume that this new business segment is

new line of business within the meaning of parae?feCtive for the year of the election ancf section 1288(b). Table 3 sets forth the
graph (c) of this section. In 1997, X Corp. has grosall subsequent taxable years. This secti@tjusted federal long-term rate and the
income from the active conduct of a trade or busiwill not apply to activities of pre-existing long-term tax-exempt rate described in
ness in a possession computed under sectigf)sinesses for taxable years beginning beection 382(f). Table 4 contains the ap-
936(a)(2) of $500 million and the adjusted tax basi re January 1.1996. propriate percentages for determining the

of its assets is $200 million. The new business se | . h . dit d ibed i
ment had gross income of $60 million, or 12 percent ow-income housing credit aescribed In

of the X Corp. gross income, and the adjusted basis Michael P. Dolan, SeCt?On 42(b)(2) for buildings placgd in
of the new segment’s assets was $20 million, or 10 Deputy Commissioner of service during the current month. Finally,
percent of the X Corp. total assets. In 1997, X Corp. Internal Revenue. Table 5 contains the federal rate for deter

does not dgrive more than 15 percent of its gross in- mining the present value of an annuity, ar
come, or directly use more that 15 percent of its total

assets, from the new business segment. Thus, the D,0na|d C. Lubick, mtere_St for life or for a t,erm of ,years’ ora
new line of business acquired from P Corp. is not a Assistant Secretary of remainder or a reversionary interest for
substantiainew line of business within the meaning the Treasury. purposes of section 7520.
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REV. RUL. 98-43 TABLE 1
Applicable Federal Rates (AFR) for September 1998

Period for Compounding

Annual Semiannual Quarterly Monthly
Short-Term
AFR 5.42% 5.35% 5.31% 5.29%
110% AFR 5.98% 5.89% 5.85% 5.82%
120% AFR 6.52% 6.42% 6.37% 6.34%
130% AFR 7.08% 6.96% 6.90% 6.86%
Mid-Term
AFR 5.54% 5.47% 5.43% 5.41%
110% AFR 6.11% 6.02% 5.98% 5.95%
120% AFR 6.67% 6.56% 6.51% 6.47%
130% AFR 7.24% 7.11% 7.05% 7.01%
150% AFR 8.38% 8.21% 8.13% 8.07%
175% AFR 9.80% 9.57% 9.46% 9.38%
Long-Term
AFR 5.74% 5.66% 5.62% 5.59%
110% AFR 6.33% 6.23% 6.18% 6.15%
120% AFR 6.91% 6.79% 6.73% 6.70%
130% AFR 7.50% 7.36% 7.29% 7.25%
REV. RUL. 98-43 TABLE 2
Adjusted AFR for September 1998
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-term
adjusted AFR 3.66% 3.63% 3.61% 3.60%
Mid-term
adjusted AFR 4.24% 4.20% 4.18% 4.16%
Long-term
adjusted AFR 5.02% 4.96% 4.93% 4.91%
REV. RUL. 98-43 TABLE 3
Rates Under Section 382 for September 1998
Adjusted federal long-term rate for the current month 5.02%
Long-term tax-exempt rate for ownership changes during the current month (the highest of the
adjusted federal long-term rates for the current month and the prior two months.) 5.02%
REV. RUL. 98-43 TABLE 4
Appropriate Percentages Under Section 42(b)(2) for September 1998
Appropriate percentage for the 70% present value low-income housing credit 8.32%
Appropriate percentage for the 30% present value low-income housing credit 3.57%
September 8, 1998 10 1998-36 |.R.B.



REV. RUL. 98-43 TABLE 5
Rate Under Section 7520 for September 1998

Applicable federal rate for determining the present value of an annuity, an interest for life or a

term of years, or a remainder or reversionary interest 6.6%
Section 1288.—Treatment of and the estates of the surviving spouses @learance Officer, OP:FS:FP, Washing-
Original Issue Discount on Tax- such decedents. ton, DC 20224. Any such comments
Exempt Obligations . ~ should be submitted not later than Octo

P 9 DATES: These regulations are effectivgyer 19, 1998. Comments are specifically
The adjusted applicable federal short-term, midAUgUSt 19, 1998. requested Concerning:
term, and long-term rates are set forth for the month Whether the collection of information

of September 1998. See Rev. Rul. 98-43, page 9. FOR FURTHER INFORMATION CON-
TACT: Susan B. Hurwitz, (202) 622-
3090 (not a toll-free number).

is necessary for the proper performance c
the functions of the IRS, including
. . whether the information will have practi-
Section 2044. ~Certain SUPPLEMENTARY INFORMATION:  cal utility i
Property for Which Marital ' The accuracy of the estimated burder
Deduction Was Previously Paperwork Reduction Act associated with the collection of informa-
Allowed tion (see below);

The collection of information in these How to enhance the quality, utility, and
26 CFR 1.2044—1: Certain property for which final regulations has been reviewed an%larity of the information coIIe(,:ted' '

ital deducti iously allowed. i i i
marital deduction was previously allowe pending receipt and evaluation of .pubhc How to minimize the burden of com-
TD. 8779 comments, approved by the Office of

lying with the collection of information,
Management and Budget .(OMB) undeﬁwluding the application of automated
44 U.S.C. 3507 and assigned Controcollection techniques or other forms of in-
number 1545-1612. 9

An agency may not conduct or s onsoFOrmation technology; and
gency may P ' Estimates of capital or start-up costs

and a person is not required to respond tg . .
. ) g ahd costs of operation, maintenance, an
a collection of information unless the col-

lection of information displays a valid purchase of services to provide informa:

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 20 and 602

Estate and Gift Tax Marital

Deduction control number assigned by OMB. tion. . .
. : : L . Estimates of the reporting burden in
AGENCY: Internal Revenue Service The collection of information in this these final regulations will be reflected in
(IRS), Treasury. regulation is in §20'2056(b)_7(d)(3)(|I)'the burden of Form 843 (Claim for Re-
This information is required to provide af nd and Request for Abatement) anc
ACTION: Final regulations. method for estates of decedents whose %c_nm 206 (Es?:te Tax Return) or 706NA

tate tax returns were due on or befor )
EEstate Tax Return for Nonresident

SUMMARY: This document contains Fepruary 18, 1997, to obtain an extensio i
final regulations amending the estate tayf time to make the qualified terminable oncitizens).

marital deduction regulations. Thejnterest property election under section Books or records relating o this collec-
amendments are made to conform the es56(b)(7)(B)(v). This information will tion of |nf0_rmat|on must be retained as
tate tax regulations to recent court deche used to inform the IRS of the affected?"d @S their contents may become matey
sions inEstate of Clayton v. Commis-estates that are electing to obtain the relid! In the administration of any internal
sioner,976 F.2d 1486 (5th Cir. 1992),granted in the regulation. The collectiod®VeN€ law. Generally, tax returns anc
rev'g 97 T.C. 327 (1991)Estate of of information is mandatory for those es!®X réturn information are confidential, as
Robertson v. Commissionds F.3d 779 tates that seek relief. The likely responr—equ'red by 26 U.S.C. 6103.

(8th Cir. 1994)rev’'g 98 T.C. 678 (1992); dents are individuals representing estatega ckground

Estate of Spencer v. Commission&s, Comments concerning the collection of

F.3d 226 (6th Cir. 1995)ev’g T.C. information should be directed to OMB, On March 1, 1994, the IRS published
Memo. 1992-579; anHstate of Clack v. Attention: Desk Officer for the Depart-final estate and gift tax regulations (26
Commissioner]06 T.C. 131 (1996). The ment of the Treasury, Office of Informa-CFR part 20 and part 25) under section:
amendments affect estates of decedertien and Regulatory Affairs, Washington,2044, 2056, 2207A, 2519, 2523, and 601
electing the marital deduction for quali-DC 20503, with copies to the Internalof the Internal Revenue Code (Code) in
fied terminable interest property (QTIP)Revenue Service, Attention: IRS Reportthe Federal Register(59 F.R. 9642). At
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that time, 820.2056(b)—7(d)(3) providederest property if the income interest isilations was submitted to the Chief Coun-
that an income interest (or life estate) thatontingent upon the executor’s electiosel for Advocacy of the Small Business
is contingent upon the executor’s electioand if that portion of the property for Administration for comment on their im-
under section 2056(b)(7)(B)(v) (the QTIPwhich no election is made will pass to opact on small business.
election) is not a qualifying income inter-for the benefit of beneficiaries other than _ )
est for life. the surviving spouse. Two examples prgPrafting Information

Qn February 18, 1997, t_emporary_reguvided in t_he te_mporar_y regulation_s have Tne principal author of these regulations
Ig_':mons (T.D. 8714) am_endlng thg existindpeen reV|seq in th.e_ fln_al regulations t9¢ gsan B. Hurwitz, Office of Assistant
flnal_ estate ta>§ regulatlong,.relatmg_to theonform to this clarification. . Chief Counsel (Passthroughs and Special
marltal deduction for qualified termmable Comments were also received regarqhdustries). However, other personnel
!nterest property (QTIP) were publishedng the_ effective date of the temporar)from the IRS and the Treasury Department
in thg Federal Register(62 FR 7156). regulations. It was s.uggested that re“eéarticipated in their development.
A notice of proposed rulemaking (REG-should be made available for estates of
209830-96) cross-referencing the tempatecedents that did not make the QTIP X ok Kk Kk
rary regulations was published in thed- election on their estate tax returns because
eral Register(62 F.R. 7188) for the samethe surviving spouse’s income interest iftdoption of Amendments to the
day. the property was contingent upon thé&kegulations

T_he tempprary regulqnons prowde thatlection or because the nonelected poruqn Accordingly, 26 CFR parts 20 and 602
an income interest for life (or life estate)f the property was to pass to a benefi- '

. : o - are amended as follows:

that is contingent upon the executor’siary other than the surviving spouse. Ac-
QTIP election, will not, because of thecordingly, the final regulations providepART 20—ESTATE TAX: ESTATES OF
contingency, fail to be a qualifying in-that estates of decedents whose estate 9ECEDENTS DYING AFTER
come interest for life. returns were due on or before FebruarxuGUST 16, 1954

Written comments responding to thel8, 1997, are granted an extension of time
notice of proposed rulemaking were reto make the QTIP election if: (1) the pe- Paragraph 1. The authority citation for
ceived. A public hearing was held orriod of limitations on filing a claim for part 20 continues to read in part as fol-
June 3, 1997. After consideration of altredit or refund under section 6511(a) ha®Ws:
the comments, the proposed regulatiomsot expired; and (2) the estate submits a Authority: 26 U.S.C. 780
under sections 2044 and 2056 are adoptsthtement providing that, pursuant to sec- Par. 2. In §20.2044-1, paragraph &}
as revised by this Treasury decision, antion 2044, the surviving spouse’s gros@mple 8is added to read as follows:
the corresponding temporary regulationsstate vv.|II.|ncIude the' value, at the date %20.2044_1 Certain property for which
are removed. the surviving spouse’s death, of the prop="_": ; .

. L . _"marital deduction was previously

erty for which the QTIP election is being lowed
made. The statement must be signeg, '
under penalties of perjury, by the surviv- X ok x ok %

Under section 2056(b)(7)(B)(ii), the N9 SPOUSE. the surviving spouse's legal
surviving spouse has a qualifying incom&ePresentative (if the surviving spouse is
interest for life in property which passeéega”y incompetent), or the surviving  example 8. Inclusion of trust property when sur-
from the decedent if (1) the Survivingspouse’s executor (if the surviving spouseving spouse dies before first decedent’s estate tax

. . . is deceased). return is filed. D dies on July 1, 1997. Under the
Spouse Is entitled to all of the income fronl's terms of D’s will, a trust is established for the benefit

the property, pqyable at |e§‘5t 'annua”y (Q’épecim Analyses of D's spouse, S. The will provides that S is entitled
has a usufruct interest for life in the prop- to receive the income from that portion of the trust
erty), and (2) no person has a power to ap- It has been determined that this Treghat the executor elects to treat as qualified ter-
point any part of the property to any persury decision is not a significant regulaMinaple interest property. The remaining portion of
ther than the surviving spouse tory action as defined in EO 12866the trust passes as of D's date of death to  trust for
sono gsp ) y 7 “the benefit of C, D’s child. The trust terms other-
Commentators suggested that the regrherefore, a regulatory assessment is NQise provide S with a qualifying income interest for
lation, based on the case law, shoulcequired. It has also been determined thétt under section 2056(b)(7)(B)(ii). S dies on Feb-
specifically provide that as a result of thesection 553(b) of the Administrative Pro-uary 10, 1998. On April 1, 1998, D's executor files
executor’s election over a portion of thecedure Act (5 U.S.C. chapter 5) does ndts estate tax return on which an election is made to
ty, in cases where the unelected paapply to these regulations and, becausg. .o PO of the trust as qualified terminable in-
proper Ys ) .p Pply ” 9 . ! ?grest property under section 2056(b)(7). S’s estate
tion of the property passes to a beneficiathese regulations do not impose on smaly return is filed on November 10, 1998. The value
other than the surviving spouse, the execentities a collection of information re-on the date of S's death of the portion of the trust for
tor will not be considered to have a poweguirement, the Regulatory Flexibility Actwhich D’s executor made a QTIP election is includi-
to appoint any part of the property to any5 U.S.C. chapter 6) does not apply?'€ in S's gross estate under section 2044.
person pther than the ;urvivipg spouse. Therefore, a Reg'ulatory Flexibility §20.2044-1T [Removed]
The final regulation is clarified to pro- Analysis is not required. Pursuant to sec-
vide that an interest in property is eligibldion 7805(f) of the Code, the notice of Par. 3. Section 20.2044-1T is re-
for treatment as qualified terminable inproposed rulemaking preceding these regaoved.

5***

Explanation of Revisions and Summary
of Comments
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Par. 4. In §20.2056(b)—(7), paragraphsection 2044 of the Internal Revenu&602.101 OMB Control numbers.
(d)(3) and (h)Example 6are revised to Code, in determining the federal estate
read as follows: tax liability on the spouse’s death.” The
statement must be signed, under penalties(c) * * *
of perjury, by the surviving spouse, the

* * * *x %

§20.2056(b)—(7) Election with respect to
life estate for surviving spouse.

surviving spouse’s legal representative (iEFR part or section Current OMB
X x % % * the surviving spouse is legally incompewhere identified control No.
tent), or the surviving spouse’s executorand described
(d)*** (if the surviving spouse is deceased).
(3) Contingent income interestgi) An Forow o
income interest for a term of years, or a FoRoR xR 20.2056(b)~7 1545-0015
life estate subject to t'e'rmlnatlon upon the (h) * * * 1545-1612
occurrence of a specified event (e.g., re-
marriage), is not a qualifying income in- Example 6. Spouse’s qualifying income interest * ok ok ok %
terest for life. However, a qualifying in_for I|fg contingent on e)fe'cutors e|e(..‘,tIOID.S will
. for life that is contingen established a trust providing that S is entitled to re- )
come interest OI" ‘ g X Geive the income, payable at least annually, from Michael P. Dolan,
upon the executor’s election under sectiofat portion of the trust that the executor elects to Deputy Commissioner of
2056(b)(7)(B)(v) will not fail to be a qual- treat as qualified terminable interest property. The Internal Revenue.
ifying income interest for life because ofportion of the trust which the executor does not elect
such contingency or because the portigff reat as qualified terminable interest propertyyyyrqyed  July 27, 1998.
of the property for which the election iSpasses as of D’s date of death to a trust for the bene-
property . fit of C, D’s child. Under these facts, the executor is D Id C. Lubick
not made passes to or for the benefit Qfot considered to have a power to appoint any part oonala L. LUbICK,
persons other than the surviving SpOUSEt the trust property to any person other than S dur- Assistant Secretary of
This paragraph (d)(3)(i) applies with re-ing S's life. the Treasury.
spect to estates of decedents whose estate
P ; FoE R oKX (Filed by the Office of the Federal Register on
tax returns are due after February 18, August 18, 1998, 8:45 a.m., and published in the
1997. This paragraph (d)(3)(i) also ap§20.2056(b)-7T [Removed)] issue of the Federal Register for 63 F.R. 44391)

plies to estates of decedents whose estate ) .
tax returns were due on or before Febru- Par. 5. Section 20.2056(b)-7T is re-

ary 18, 1997, that meet the requiremenfgoved. _ ~ Section 6323.—Validity and

of paragraph (d)(3)(i) of this section. ~Par. 6. Section 20.2056(b)-10 i repyjqrity Against Certain Persons
(i) Estates of decedents whose estatésed to read as follows:

tax returns were due on or before Februys . Ct.D. 2063

ary 18, 1997, that did not make the eIe(L:§-20'2056(b)_10 Effective dates.

tion under section 2056(b)(7)(B)(v) be- Except as specifically provided in SUPREME COURT

cause the surviving spouse’s incomgg20.2056(b)-5(c)(3)(ii) and (iii), OF THE UNITED STATES

interest in the property was contingen0.2056(b)-7(d)(3), 20.2056(b)-7(e)(5),

upon the election or because the norgnd 20.2056(b)-8(b), the provisions of No. 96-1613

elected portion of the property was to pas§g§20.2056(b)-5(c), 20.2056(b)-7,

to a beneficiary other than the surviving.2056(b)-8, and 20.2056(b)-9 are ap-
spouse are granted an extension of time fflicable with respect to estates of dece-
make the QTIP election if the following gents dying after March 1, 1994. With 523 U.S. (1998)

requirements are satisfied: respect to decedents dying on or before
(A) The period of limitations on filing a sych date, the executor of the decedents CERTIORARI TO THE SUPREME

claim for credit or refund under sectiongstate may rely on any reasonable inter- COURT OF PENNSYLVANIA,

UNITED STATES v. ESTATE OF
FRANCIS J. ROMANIET AL

6511(a) has not expired. pretation of the statutory provisions. WESTERN DISTRICT
(B) A claim for credit or refund is filed
on Form 843 with a revised Recapitula820.2056(b)-10T [Removed] APRIL 19,1998
tion and Schedule M, Form 706 (or . .
706NA) that signifies the QTIP election. Par. 7. Section 20.2056(b)-10T is re- Syllabus
Reference to this section should be mad@oved' After a third party perfected a $400,000
on the Form 843. PART 602—OMB CONTROL judgment lien under Pennsylvania law on
(C) The following statement is in- y\UMBERS UNDER THE Francis Romani's Cambria County real
cluded with the Form 843: “The under-ppApERWORK REDUCTION ACT property, the Internal Revenue Service
signed certifies that the property with re- filed notices of tax liens on the property,

spect to which the QTIP election is being Par. 8. In 8602.101, paragraph (c), thitaling some $490,000. When Mr. Ro-
made will be included in the gross estatentry in the table for 20.2056(b)—7 is remani died, his entire estate consisted o
of the surviving spouse as provided irvised to read as follows: real estate worth only $53,001. Becaust
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the property was encumbered by both the
judgment lien and the federal tax liens,
the estate’s administrator sought the
county court’s permission to transfer the
property to the ‘judgment creditor in hen

of execution. The court authorized the
conveyance, overruling the Federal Gov-
ernment’s objection that the transfer vio-
lated the federal priority statute, 31 U. S.
C. 83713(a), which provides that a Gov-
ernment claim “shall be paid first” when a

decedent’s estate cannot pay all of its
debts. The Superior Court of Pennsyl-
vania affirmed, as did the Pennsylvania
Supreme Court. The latter court deter-
mined that there was a “plain in-

consistence” between 83713 and the Fed-

eral Tax Lien Act of 1966, which provides
that a federal tax hen “shall not be valid”
against judgment lien creditors until a

prescribed notice has been given, 26 U. S.

C. 86323(a). The court concluded that the
1966 Act effectively limited 83713's op-
eration as to tax debts, relying on United
States v. Kimbell Foods, Inc., 440 U. S.
715, 738, which noted that the 1966 Act
modified the Government'’s preferred po-
sition in the tax area and recognized the
priority of many state claims over federal
tax liens.

Held: Section 3713(a) does not require
that a federal tax claim be given prefer-
ence over a judgment creditor’s perfected
hen on real property. Pp. 4—17.

(@) There is no dispute about the
meaning of either the Pennsylvania
hen statute or the Tax Lien Act. Itis
undisputed that, under the state law,
the judgment creditor acquired a
valid lien on Romani’s real property
before his death and before the Gov-
ernment served notice of its tax hens.
That lien was therefore perfected in
the sense that there is nothing more
to be done to have a choate hen.
E.g., United States v. City of New
Britain, 347 U. S. 81, 84. And a re-
view of the Tax Lien Act's history
reveals that each time Congress has
revisited the federal tax lien, it has
ameliorated pre-existing harsh con-
sequences for the delinquent tax-
payer’s other secured creditors.
Here, all agree that by §6323(a)’s
terms, the Government’s liens are
not valid as against the earlier
recorded judgment lien. Pp. 4-7.

September 8, 1998

(b) Because this Court has never
definitively resolved the basic ques-
tion whether the federal priority
statute gives the United States a pref-
erence only over other unsecured
creditors, or whether it also applies
to the antecedent perfected liens of
secured creditors, see,g., United
States v. VermonB77 U. S. 351,
358, n. 8, it does not seem appropri-
ate to view the issue here as whether
the Tax Lien Act has implicitly
amended or repealed §3713(a). In-
stead, the proper inquiry is how best
to harmonize the two statutes’ im-
pact on the Government's power to
collect delinquent taxes. Pp. 7-12.

(c) Nothing in the federal priority
statute’s text or its long history justi-
fies the conclusion that it authorizes
the equivalent of a secret lien as a
substitute for the expressly autho-
rized tax lien that the Tax Lien Act
declares “shall not be valid” in a case
of this kind. On several occasions,
this Court has concluded that a spe-
cific policy embodied in a later fed-
eral statute should control interpreta-
tion of the older federal priority
statute, despite that law’s literal, un-
conditional text and the fact that it
had not been expressly amended by
the later Act. See.g., Cook County
Nat. Bank v. United State$p7 U.

S. 445, 448451United States v.
Emory,314 U. S. 423, 429-433, and
United States v. Ke397 U. S. 322,
324-333, distinguished. So too here,
there are sound reasons for treating
the Tax Lien Act as the governing
statute. That Act is the later statute,
the more specific statute, and its pro-
visions are comprehensive, reflect-
ing an obvious attempt to accommo-
date the strong policy objections to
the enforcement of secret liens. It
represents Congress’ detailed judg-
ment as to when the Government's
claims for unpaid taxes should yield
to many different sorts of interests
(including, e.g.,judgment liens, me-
chanic’s liens, and attorneys’ liens)
in many different types of property
(including,e.g.,real property, securi-
ties, and motor vehicles). See
86323. Indeed, given this Court’s
unambiguous determination that the

14

federal interest in the collection of
taxes is paramount to its interest in
enforcing other claims, sd€imbell
Foods Inc.,440 U. S., at 733735, it
would be anomalous to conclude that
Congress intended the priority
statute to impose greater burdens on
the citizen than those specifically
crafted for tax collection purposes.
Pp. 12-17.
__Pa. ,688A.2d 703, affirmed.
STeVENS, J., delivered the opinion of
the Court, in which BAnQuisT, C. J., and
O’CONNER, KENNEDY, SOUTHER, THOMAS,
GINSBURG, and BReYER, J.J., joined.
Scauia J., filed an opinion concurring in
part and concurring in the judgment.

SUPREME COURT OF THE
UNITED STATES

No. 96-1613

UNITED STATES, PETITIONER v.
ESTATE OF FRANCIS J. ROMANI
ET AL

ON WRIT OF CERTIORARI TO THE
SUPREME COURT OF
PENNSYLVANIA, WESTERN
DISTRICT

[April, 29, 1998]

JUSTICE STEVENS delivered the
opinion of the Court.

The federal priority statute, 31 U. S. C.
83713(a), provides that a claim of the
United States Government “shall be paid
first” when a decedent’s estate cannot pay
all of its debts. The question presented is
whether that statute requires that a federal

1483713. Priority of Government claims

“(@)(1) A claim of the United States Government
shall be paid first when—

“(A) a person indebted to the Government is in-
solvent and—

“(i) the debtor without enough property to pay all
debts makes a voluntary assignment of property;

“(ii) property of the debtor, if absent, is attached;
or

“(iii) an act of bankruptcy is committed; or

“(B) the estate of a deceased debtor, in the cus-
tody of the executor or administrator, is not enough
to pay all debts of the debtor.

“(2) This subsection does not apply to a case
under title Il.” 31 U.S. C. 83713.

The present statute is the direct descendent of
§3466 of the Revised Statutes, which had been codi-
fiedin 31 U. S. C. § 191.
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tax claim be given preference over a judgelaims, and the Tax Lien Act of 1966,States v. Emory314 U.S. 423, 433
ment creditor’s perfected lien on real propwhich provides that the federal tax lien(1941)). We granted certiorari, 521 U. S.
erty eventhough such a preference i$shall not be valid” against judgment hen(1997), to resolve the conflict and to con-
not authorized by the Federal Tax Lierreditors until a prescribed notice hasider whetheThelusson, Keyr any of
Act of 1966, 26 US. C.86321et seq. been given.ld., at 45, 688 A. 2d, at 705. our other cases construing the priority
Then, relying on the reasoning imited statute requires a different result.
' States v. Kimbell Foods, In&440 U. S.
On January 25, 1985, the Court of 15 (1979), which had noted that the Tax

Common Pleas of Cambria County, Penr=/€n Act of 1966 modified the Federal there is no dispute about the meaning
sylvania, entered a judgment for $400,00f0Vernment's preferred position in they g of the three statutes that control the
in favor of Romani Industries, Inc., andi@x area and recognized the priority ofjishosition of this case. It is therefore ap
against Francis J. Romani. The judgmeffany state claims over federal tax liengronriate to comment on the Pennsylvani
was recorded in the clerk’s office andd-» &t 738, the court concluded that thgep, statyte and the Federal Tax Lien Ac
therefore, as a matter of Pennsylvani4266 Act had the effect of limiting the 0p-pefre considering the applicability of the
law, it became a lien on all of the defen€ration of 83713 as to tax debts. _ priority statute to property encumbered by
dants real property in Cambria County, |h€ decision of the Pennsylvania,, gntecedent judgment creditor’s lien.
Thereafter, the Internal Revenue ServicgUPreme Court conflicts with two federal the pennsylvania statute expressly pro
filed a series of notices of tax liens on MrcoUrt of appeals decisionEentucky ex ;qes that a judgment shall create a lier
Romani's property. The claims for unpaid®!- Luckettv. United State883 F. 2d 13 5q4inst real property when it is recorded ir
taxes, interest and penalties described (A€ 1967), andNesbitt v. United States, the county where the property is located
those notices amounted to approximatef§22 F- 2d 433 (CA9 1980). Moreover, iy, p5 cons. Stat. §4303(a) (1995). Afte
$490,000. its petition for certiorari, the Governmente judgment has been recorded, the judc
When Mr. Romani died on January 13SUPmitted that the decision is inconsisten}ent creditor has the same right to notice
1992, his entire estate consisted of real e&ith our holding inThelusson v. Smitl2, 5 ax sale as a mortgage@he record-
tate worth only $53,001. Because thd/heat. 396 (1817), and with the admonif,q in one county does not, of course, cre
property was encumbered by both thHon that “[o]nly the plainest inconsis- 416 5 Jien on property located elsewhere
judgment lien and the federal tax lienst€Ncy would warrant our finding an im-y, s case, however, it is undisputed tha
the estate’s administrator sought permid2/i€d exception to the operation of sqq judgment creditor acquired a valid lien
sion from the Court of Common Pleas t&!€a" agommand as that of [31 U. S. Gy the real property in Cambria County
transfer the property to the judgmeng3713],” United States v. KeB97 U.S. pefore the judgment debtor’s death anc
creditor, Romani Industries, in lieu of ex-322, 324-325 (1970) (quotingnited  pefore the Government served notice of it

ecution. The Federal Government acC——— tax liens. Romani Industries’ lien was
knowledged that its tax liens were no °The Federal Tax Lien Act of 1966, 26 U. S. C*perfected in the sense that there is noth
valid as against the earlier judgment herS6321et sed.provides in pertinent part. ing more to be done to have a choat

g . . “86321. Lien for taxes . . . .
but, giving new meaning to Franklin’s .. any person liable to pay any tax neglects or oilen—when the identity of the lienor, the

aphorism that “in this world nothing canfyuses to pay the same after demand, the amount (REOP€rty subject to the lien, and the
be said to be certain, except death arcluding any interest, additional amount, addition t@mount of the hen are established.” Unitec
taxes,? it opposed the transfer on thetax, or assessable penalty, together with any cosStates v. City of New Britain, 347 U. S.
ground that the priority statute (§3713thatmay accrue in addition thereto) shall be alienig1 g4 (1954): see alddlinois ex rel.

. . " e N favor of the United States upon all property an
gave it the right to “be paid first. rights to property, whether real or personal, belong: ordon v. Campbell329 U.S. 362, 375

The Court of Commpn Eleas OVerrul€ng to such person.” (1946).
the Government’s objection and autho “§6323. Validity and priority against certain per-
rized the conveyance. The Superior Cousons 4The Pennsylvania Supreme Court has elabo
of Pennsylvania affirmed, and the “(a) Purchasers, holders of security interests, myateq:

. chanic’s henors, and judgment lien creditors w i i i-
Supreme Court of the State also affirmec Juag We must now decide whether judgment credi

“The lien imposed by section 6321 shall not byors are also entitled to personal or general notice b
547 Pa. 41, 688 A. 2d 703 (1997). Théyajid as against any purchaser, holder of a secUrithe [County Tax Claim] Bureau as a matter of due

court first determined that there was interest, mechanic's henor, or judgment lien credittyrocess of law.
“plain inconsistency” between §3713,until notice thereof which meets the requirements ¢~ «jydgment liens are a product of centuries of
which appears to give the United StateSubsection (f) has been filed by the Secretary.”  statutes which authorize a judgment creditor to seiz
« e - Section 6323(f)(1)(A)(i) provides that the re-and sell the land of debtors at a judicial sale to sat
absolute priority” over all competing _ . ., - ; J
P y PEUNY quired notice ‘shall be filed .. [iln the case of redjsfy their debts out of the proceeds of the sale. Th

property, in one office within the State (or thejudgment represents a binding judicial determinatior
2| etter of November 13, 1789 to Jean Baptistcounty, or other governmental subdivision), as def the rights and duties between the parties, and e:

Le Roy, in 10 The Writings of Benjamin Franklin 69ignated by the laws of such State, in which the projaplishes their debtor-creditor relationship for all the
(A. Smyth ed. 1907). As is often the case, the origerty subject to the hen is situated.” If the State hiyorid to notice when the judgment is recorded in a
nal meaning of the aphorism is clarified somewhenot designated such an office, notice is to be fileprothonotary’s Office. When entered of record, the
by its context: “Our new Constitution is now estabwith the clerk of the federal district court *for the ju-judgment also operates as a lien upon all real prop
lished, and has an appearance that promises perrdicial district in which situated.” §6323(f)(1)(B). the erty of the debtor in that countylfi re Upset Sale,
nency; but in this world nothing can be said to bproperty subject to the lien is situated."Tax Claiin Bureau of Berks Countyp5 Pa. 327,
certain, except death and taxeibitl. §6232(f)(1)(B). 334, 479 A. 2d 940,943(1984).
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The Federal Government’s right to a In sum, each time Congress revisitedt 80. The sovereign prerogative that was
hen on a delinquent taxpayer’s propertyhe federal tax lien, it ameliorated its origexercised by the English Crown and by
has been a part of our law at least sindeal harsh impact on other secured credmany of the States as “an inherent inci-
1865° Originally the lien applied, with- tors of the delinquent taxpayéin this dent of sovereignty,ibid., applied only to
out exception, to all property of the taxcase, it is agreed that by the terms afnsecured claims. As Justice Brandeis
payer immediately upon the neglect 086323(a), the Federal Government’s liensoted inMarshall v. New York254 U. S.
failure to pay the tax upon demahdin are not valid as against the hen created B80, 384 (1920), the common law priority
unrecorded tax lien against a delinquerthe earlier recording of Romani Indus-[did] not obtain over a specific lien cre-
taxpayer’s property was valid evertries' judgment. ated by the debtor before the sovereign
against a bona fide purchaser who had no undertakes to enforce its right.” More-
notice of the lien.United States v. Snyder, i over, the statute itself does not create a
149 U. S. 210, 213- 215 (1893). In 191_3, The text of the priority statute on which"e_n in favor of the United Staté8.Given
Congress amended the“statute to prov!qRe Government places its entire reliancihis background, respondent argues that
that the_ federal tax hen “shall not be valigy virtually unchanged since its enactmentpe, statute should be read as giving the
as against any mortgggee,. purchaser, if 17978 As we pointed out irUnited United States a preference over other un-
Jgdgmgnt creditor” until notice has. be_enStates v. Moore423 U. S. 77 (1975), not secgredlfrednors but not over secured
filed with 'Fhe clerk of theT federal dIStI’ICtomy were there earlier versions of th&reditors: o _
ppurt_ or Wlth.th(’.} appropriate .Iocal ,aUthor's;tatute? but “its roots reach back even 1here are dicta in our earlier cases .that
ities in the dllstnct or county in which thegrther into the English common lavid., support this contentlop as well as dicta
property subject to the hen is located. Act that tend to refute it. Perhaps the
of Mar. 4, 1913, 37 Stat. 1016. In 19_39 TFor a more thorough description of the early nisStrongest support is found in Justice
Congress broadened the protectiOtory and of Congress' reactions to this Court's taxStOry’s statement:
against unfiled tax hens to includelien decisions, see Kennedy, The Relative Priority of ~ “What then is the nature of the pri-
pledgees and the holders of certain secuthe Federal Government: The Pernicious Career of grity, thus limited and established in
ties. Act of June 29, 1939, §401, 53 Stal'® nchoate and General Lien, 63 Yale L. J. 905, tay0yr of the United States? Is it a

. 919-922 (1954) (hereinafter Kennedy) . .

882-883. The Federal Tax Lien Act of “srpq act of Mar. 3, 1797, §5, 1 Stat. 515, pro- right, which supersedes and overrules
1966 again broadened that protection tyided: the assignment of the debtor, as to
encompass a variety of additional secure *“And be it further enacted, That where any rev- any property which the United States
transactions, and also included detaileenue officer, or other person hereafter becoming in- may afterwards elect to take in exe-
provisions protecting certain secured indePted to the United States, by bond or otherwise, o oy 50 as to prevent such property

. shall become insolvent, or where the estate of any . .
terests even when a notice of the federyeceased debtor, in the hands of executors or admin-TOM Passing by virtue of such as-
hen previously has been filed. 80 Stalistrators, shall be insufficient to pay all the debts due Signment to the assignees? Or, is it a
1125-1132, as amended, 26 5. C. from the deceased, the debt due to the United Statesmere right of prior payment, out of
86323, shall be first satisfied; and the priority hereby estab- the genera| funds of the debtor, in the

Ilshed shall be deemed_to extgnq, as well to cases in hands of the assignees? We are of
which a debtor, not having sufficient property to pay

5 . . all his debts, shall make a voluntary assignment opinion that_ it _Clearly falls, within the
The post-Civil War Reconstruction Congressthereof, or in which the estate and effects of an ab- latter description. The language em-

imposed a tax of three cents per pound on “the pr(sconding, concealed, or absent debtor, shall be at- ployed is that which naturally would
ducer, owner, or holder” of cotton and a hen on th

tached by process of law, as to cases in which an act o
cotton until the tax was paid. Act of July 13, 1866 yP be employed to express such an in

- of legal bankruptcy shall be committed.” Compare . - . .
§1, 14 Stat. 98. The same statute also imposedgz 466 of the Revised Statutes, and the present NG and it must be strained from its

general lien on all of a delinquent taxpayer’s pmpstatutequoted in n. supra ordinary import, to speak any other.”
erty, see §9, 14 Stat. 107, which was nearly identici ¢ has jong been settled that the federal priority Conard v. Atlantic Ins. Co. of N.Y,
S0 A7 curad w2 Yoot he Couerments clams o npa wes, Pet. 386, 439 (1528).

6The 1865 revenue act contained the fOIIOWinE(lrSI)(:ZZ)\;IMaZIszchus:ttesgv. Unit-ed.StateY§,3 U s Justice StOI’YS opinion that th? language
sentence: ‘And if any person, bank, associatiorg11, 625626, and n. 24 (1948). employed in the statute “must be
company, or corporation, liable to pay any duty, sha'  9“The earliest priority statute was enacted in the
neglect or refuse to pay the same after demand, tiact of July 31, 1789, 1 Stat. 29, which dealt with
amount shall be a hen in favor of the United Stateponds posted by importers in lieu of payment of du  *In construing the statutes on this subject, it has
from the time it was due until paid, with the intereststjes for release of imported goods. It provided thebeen stated by the court, on great deliberation, that
penalties, and costs that may accrue m additioghe ‘debt due to the United States’ for such dutiethe priority to which the United States are entitled,
thereto, upon all property and rights to property; anshall be discharged first ‘in all cases of insolvencydoes not partake of the character dfeam on the
the collector, after demand, may levy or by warranor where any estate in the hands of executors or aproperty of public debtors. This distinction is al-
may authorize a deputy collector to levy upon alministrators, shall be insufficient to pay all the debtways to be recollected United States v. Hoo&
property and rights to property belonging to sucldue from the deceased . . . .’§21, 1 Stat. 42. A 17<Cranch 73, 90 (1805).
person, bank, association, company, or corporatioenactment broadened the Act's coverage by provic LIAlthough this argument was not presented to
or on which the said hen exists, for the payment cng that the language ‘cases of insolvency’ should bthe state courts, respondent may defend the judg-
the sum due as aforesaid, with interest and penaltaken to include cases in which a debtor makes ment on a ground not previously raiséteckler v.
for non-payment, and also of such further sum avoluntary assignment for the benefit of creditorsCainpbell, 461 U. S. 458, 468-469, n. 12 (1983).
shall be sufficient for the fees, costs, and expenses and the other situations that §3466, 31 U.S.C. §19We will rarely consider such an argument, however.
such levy.” 13 Stat. 470-471. This provision, atnow covers. | Stat.263United States v.Mooré23 Ibid.; see alsdatsushita Elec. Industrial Co. v. Ep-
amended, became §3186 of the Revised Statutes. U.S., at 81. stien,516 U. S. 367, 379, n. 5 (1996).
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strained” to give it any other meaning isslature, has uniformly been, to supportion of so clear a command as that of
entitled to special respect because he wtse security of a judgment creditor, by{§3713].” Because botKey and Emory
more familiar with 18th-century usageconfirming his lien, except when it inter-were cases in which the competing claim:
than judges who view the statute from &eres with the circulation of property bywere unsecured, the statutory comman
20th-century perspective. embarrassing a fair purchaser”). That izas perfectly clear even under Justice
We cannot, however, ignore the Court'§ot the case with respect to Romani InStory’s construction of the statute. The
earlier judgment imMhelusson v. Smitt?, dustries’ choate hen on the property istatements made in that context, of
Wheat. 396, 426 (1817), or the more reéCambria County. course, shed no light on the clarity of the
cent dicta inUnited States v. Keg97 U.  Second, and of greater importance, igommand when the United States relie:
S. 322, 324-325 (1970). Mhelusson, his opinion for the Court in th€onard on the statute as a basis for claiming :
the Court held that the priority statuté’@se, which was joined by Justice Waslpreference over a secured creditor. In
gave the United States a preference ovilgton, the author oThelussort? Justice deed, theKey opinion itself made this
the claim of a judgment creditor who hadtory explained why that holding wasspecific point: “This case does not raise
a general hen on the debtor’s real profdlly consistent with his interpretation ofthe question, never decided by this Court
erty. The Court's brief opinidR is sub- th? text of the priority statute: whether §3466 grants the Governmen
ject to the interpretation that the statutory ' "€ real ground of the decision, - priority over the prior specific liens of se-
priority always accords the Government a V2S: that the judgment creditor had cured creditors. Se®nited States v.
preference over judgment creditors. For NEVer perfected his title, by any exe- Gilbert Associates, Inc345 U. S. 361,

two reasons, we do not accept that read- cution and levy on thg Sedgel_y €s-
. L tate; that he had acquired no title to
ing of the opinion.

First, as a factual matter, in 1817 when .
) if the proceeds were to be deemed
the case was decided, there was no proce-

365-366 (1953).” 397 U. S., at 332, n. 11.
TheKeyopinion is only one of many in

the proceeds as his property, and that which the Court has noted that despite th

age of the statute, and despite the fact th:
it has been the subject of a great deal ¢

dure f di 1 t and thereb general funds of the debtor, the pri-
ure forrecording a judgment and thereby ority of the United States to payment
creating a choate lien on a specific parcel

of real estate. See generally 2 L. Demb had attached against all other credi-
' ) " tors; and that a mere potential lien on initi
itz, A Treatise on Land Titles in the p has never been answered definitively

: land, did not carry a legal title to the SeeUnited States v. Vermomd77 U.S.
United States 5127, pp. 948-952 (1895). hroceeds of a sale, made under an 351, 358 n. 8 (1964) (citing cases). In his
Notwithstanding the judgment, a bona agyerse execution. This is the man- gissent in theGilbert Associatesase
fide purchaser could have acquired the ner jn which this case has been un- jystice Frankfurter referred to the Court'
debtpr’s property fre_e from any claims of - derstood, by the Judges who con- reluctance to decide the issue “not only
the judgment creditor. Seemple V. cuyrred in the decision; and it is today but for almost a century and a half.”
Burd, 7 Serg. & Rawle 286, 291 (Pa. opvious, that it established no such 345 . S. at 367.

1821) (“The prevailing object of the Leg- proposition, as that a specific and  The Government's priority as against
perfected hen, can be displaced by specific, perfected security interests is, if
the mere priority of the United possible, even less settled with regard t
“These [statutory] expressions are as general as anyStateS’ S.mce that pl’lQrIty I not of it- real property. The Court has sometime:
which could have been used, and exclude all debts self equivalent to a lien.Conard, | concluded that a competing creditor wha
due to individuals, whatever may be their dignity.... Pet., at 4441 _ ~ has not “divested” the debtor of “either
The law makes no exception in favour of prior judg- The Government also relies upon dictgte or possession” has only a “general,
ment creditors; and no reason has been, or we thiffdom our opinion inUnited States v. Key, unperfected lien” that is defeated by the

can be, shown to warrant this court in making one.397 U. S.. at 324—325. which quoted fro , L. .
“The United States are to be first satisfied; but T ' q "Government's priority. Eg., id., at 366.

then it must be out of the debtor's estate. If, ther@UT €@TII€T Opinion |nUn|ted“States V- Assuming the validity of this “title or pos-
fore, before the right of preference has accrued to tt%mor% ?’14 U..S., at 433: “Only the gaqsion” test for deciding whether a lien
United States, the debtor has madeora fidecon-  plainest inconsistency would warrant oupn, personal property is sufficiently choate
veyance of his estate to a third person, or has mofinding an implied exception to the opera
gaged the same to secure a debt; or if his property ; 7
has been seized undeffiafa., the property is de- question of federal law, sééinois ex rel.
vested out of the debtor, and cannot be made liak  13jystice Washington's opinion for this Court inGordon v. Campbell329 U. S., at 371),
to the United States. A judgment gives to the judcThelussoraffirmed, and was essentially the same asye are not aware of any decisions since
ment creditor a lien on the debtor’s lands, and a prehis own opinion delivered in the Circuit Court as arhelussorapplying that theory to claims
erence over all subsequent judgment creditors. BCircuit Justice. 2 Wheat., at 426, n. h. | ¢ f i

the act of congress defeats this preference in favo 14Relying on this and several other cases, in 184‘5’“’_ real property, or of any reason to re-
of the United States, in the cases specified in thhe Attorney General of the United States issued ZUire @ lienor or mortgagee to acquire
65th section of the act of 1799Thelusson v. Smith opinion concluding thafhelusson‘has been dis- Possession in order to perfect an interes
2 Wheat. 396, 425-426 (1817). tinctly overruled” and that the priority of the Unitedin real estate.

In the lateiConardcase, Justice Story apologizedstates under this statute “will not reach back over Gjven the fact that this basic question
for Thelusson:The reasons for that opinion are not,any hen, whether it be general or specific.” 9 Op'f . . . ved. i
owing to accidental circumstances, as fully given aatt. Gen. 28, 29. See also Kennedy 908-911 (ag. Interpretation remams_ unreso've o It
they are usually given in this CourConard v. At-  vancing this same interpretation of the early prioritpoes not seem appropriate to view the

lantic Ins. Co. of N. Y, Pet. 386, 442 (1828). act decisions). issue in this case as whether the Tax Liel
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litigation, the question whether it has any
application to antecedent perfected lien:

12The relevant portion of the opinion reads, in
full, as follows:

for purposes of the priority statute (a
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Act of 1966 has implicitly amended or re- The bankruptcy law provides an additerests (including, for instance, judgment
pealed the priority statute. Instead, wéonal context in which another federaliens, mechanic’s liens, and attorneys’
think the proper inquiry is how best tostatute was given effect despite the priohens) in many different types of property
harmonize the impact of the two statutery statute’s literal, unconditional text. (including, for example, real property, se-
on the Government’'s power to collectThe early federal bankruptcy statutes hacurities, and motor vehicles). See 26
delinquent taxes. accorded to “all debts due to the UnitedJ.S.C. 86323. Indeed, given our unam-
States, and all taxes and assessmerfiguous determination that the federal in-
A under the laws thereof “ a preference thaerest in the collection of taxes is para-
In his dissent from a particularly harsHvas “coextensive” with that establishednount to its interest in enforcing other
application of the priority statute, Justicdy the priority statuteGuarantee Title & claims, seeUnited States v. Kimbell
Jackson emphasized the importance dfust Co. v. Title Guaranty & Surety Co.Foods, Inc.,440 U. S., at 733-735, it
considering other relevant federal poli224 U.S. 152, 158 (1972) (quoting thevould be anomalous to conclude that
cies. Joined by three other Justices, Heankruptcy Act of 1867, Rev. Stat__Congress intended the priority statute to
wrote: §5101). As such, the priority act and thémpose greater burdens on the citizen than
“This decision announces an un- bankruptcy laws “were to be regarded ahose specifically crafted for tax collec-
necessarily ruthless interpretation of in pari materia,and both were unquali- tion purposes.
a statute that at its best is an arbitrary fied; . . . as neither contained any qualifi- Even before the 1966 amendments to
one. The statute by which the Fed- cation, none could be interpolatediid. the Tax Lien Act, this Court assumed that
eral Government gives its own The Bankruptcy Act of 1898, however,the more recent and specific provisions of
claims against an insolvent priority Subordinated the priority of the Federathat Act would apply were they to conflict
over claims in favor of a state gov- Government's claims (except for taxegvith the older priority statute. In the
ernment must be applied by courts, due) to certain other kinds of debts. Thi&ilbert Associatesase, which concerned
not because federal claims are more Court resolved the tension between thée relative priority of the Federal Gov-
meritorious or equitable, but only new bankruptcy provisions and the priorernment and a New Hampshire town to
because that Government has more ity statute by applying the former and thugunds of an insolvent taxpayer, the Court
power. But the priority statute is an treating the Government like any othefirst considered whether the town could
assertion of federal supremacy as general creditord., at 158-160Davis v. qualify as a “judgment creditor” entitled
against any contrary state policy. It Pringle,268 U. S. 315, 317-319 (192%5). to preference under the Tax Lien Act. 345
is not a limitation on the Federal ~ There are sound reasons for treating tHé.S., at 363-364. Only after deciding
Government itself, not an assertion Tax Lien Act of 1966 as the governingthat question in the negative did the Court
that the priority policy shall prevail —statute when the Government is claimingonclude that the United States obtained
over all other federal policies. Its a preference in the insolvent estate of preference by operation of the priority
generalities should not lightly be delinquent taxpayer. As was the case witstatute.ld., at 365-366. The Government
construed to frustrate a specific pol- the National Bank Act, the Transportatiowould now portrayGilbert Associatesis
icy embodied in a later federal Act of 1920, and the Bankruptcy Act ofa deviation from two other relatively re-
statute.”Massachusetts v. United 1898, the Tax Lien Act is the later statutegent opinions in which the Court held that
States,333 U. S. 611, 635 (1948) the more specific statute, and its provithe priority statute was not trumped by
(Jackson, J., dissenting). sions are comprehensive, reflecting aprovisions of other statuteSnited States
On several prior occasions the Courdbvious attempt to accommodate thg Emory,314 U. S., at 429-433 (the Na-
had followed this approach and concludestrong policy objections to the enforcetional Housing Act), andJnited States v.
that a specific policy embodied in a latement of secret hens. It represents Cotikey,397 U. S., at 324-333 (Chapter X of
federal statute should control our congress’ detailed judgment as to when ththe Bankruptcy Act). In each of those
struction of the priority statute, evenGovernment’s claims for unpaid taxesases, however, there was no “plain in-
though it had not been expressly amendeshould yield to many different sorts of in-consistency” between the commands of
Thus, inCook County Nat. Bank v. United the priority statute and the other federal
States107 U. S. 445, 448-451 (1883), thew o . act, nor was there reason to believe that
. gress amended the priority statute in 197 . . .
Court concluded that the priority statuté, make it expressly inapplicable to Title 11 bank-2Pplication of the priority statute would
did not apply to federal claims against naruptcy cases. Pub. L. 95-598, §322(b), 92 Stafrustrate Congress’ intentld., at 329.
tional banks because the National Ban2679, codified in 31 U. S. C. §3713(a)(2). The dif-The same cannot be said in the present
Act comprehensively regulated banksferences between the bankruptcy laws ia_n_d the priogjt.
obligations and the distribution of insol-Y_Stawte have been the subject of criticism: *as a8 the Goyernment emphasizes that when
T result of the continuing discrepancies between th . .
vent banks’ assets. And inited States V. pankruptey and insolvency rules, some Creditorgiongress amended the Tax Lien Act in
Guaranty Trust Co. of N.280 U. S. 478, have had a distinct incentive to throw into bank-1966, it declined to enact the American
485 (1930), we determined that the Tranguptcy a debtor whose case might have been haBar Association’s proposal to modify the
portation Act of 1920 had effectively gy-dled, with Ie_ss expense and less burde_n on the fefladeral priority statute, and Congress
perseded the priorty stalute with respedys S 1 S o of proceeang” PLmbagain fae to enact a similr proposal in
to federal claims against the railroads arisreform, 70 Mich. L. Rev. 3, 8-9 (1971) (here-1970. Both proposals would have ex-
ing under that Act. inafter Plumb). pressly provided that the Government’s
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priority in insolvency does not displace importance. One does not readily course of rejecting them that they wantec
valid liens and security interests, and impute to Congress the intention that the existing supremacy of the Tax Lien
therefore would have harmonized the pri- many common commercial liens Act to subsist, the rejectiowould “pro-

ority statute with the Tax Lien Act. See should be congenitally unstable.” E. vide support” for the Government’s case.
Hearings on H. R. 11256 and 11290 be- Brown, The Supreme Court, 1957 That is not so, for several reasons. Firs
fore the House Committee on Ways and Term—Foreword: Process of Law, and most obviously, Congress can not
Means, 89th Cong., 2d Sess., 197 (1966) 72 Harv. L. Rev. 77, 87 (1958) express its will by dailure to legislate.

(hereinafter Hearings); S. 2197, 92d (footnote omitted). The act of refusing to enact a law (if that
Cong., Ist Sess. (1971). But both propos- In sum, nothing in the text or the longcan be called an act) has utterly no legs
als also would have significantly changedhistory of interpreting the federal priority effect, and thus has utterly no place in
the priority statute in many other respectstatute justifies the conclusion that it auserious discussion of the law. The Consti
to follow the priority scheme created bythorizes the equivalent of a secret hen aguation sets forth the only manner in which
the bankruptcy laws. See Hearings, at 88ubstitute for the expressly authorized tathe Members of Congress have the powe
198; Plumb 10, n. 53, 33-37. The earlidien that Congress has said “shall not bt® impose their will upon the country: by

proposal may have failed because itgalid” in a case of this kind. a bill that passes both Houses and is eithe
wide-ranging subject matter was beyond The judgment of the Pennsylvanissigned by the President or repassed by
the House Ways and Means Committee'Supreme Court is affirmed. supermajority after his veto. Art. 1, 87.
jurisdiction. Plumb 8. The failure of the Itis so ordered. Everything else the Members of Congres:
1970 proposal in the Senate Judiciary do is either prelude or internal organiza-
Committee—explained by no reports or - tion. Congress can no more express it
hearings—might merely reflect disagree- JUSTICE SCALIA concurring in part and wij| by not legislating than an individual

ment with the broad changes to the prio€oncurring in the judgment. Member can express his will by not vot-

ity statute, or an assumption that the pro- | join the opinion of the Court exceptjng,.
posal was not needed because, as Justibat portion which takes seriously, and second, even if Congressuldexpress
Story had believed, the priority statutéhus encourages in the future, an argits will by not legislating, the will of a
does not apply to prior perfected securityn€nt that should be laughed out of courfater Congress that a law enacted by a
interests, or any number of other viewsI'he Government contended that 31 U. Qarlier Congress should bear a particula
Thus, the Committees’ failures to reporC- 83713(a) must have priority over th@neaning is of no effect whatever. The
the proposals to the entire Congress doederal Tax Lien Act of 1966, because itonstitution puts Congress in the busi-
not necessarily indicate that any legislatok966 and again in 1970 Congress “failedless of writing new laws, not interpreting
thought that the priority statute should suto enact” a proposal put forward by thed ones. “[L]ater-enacted lows . . . do
persede the Tax Lien Act in the adjudicaAmerican Bar Association that wouldnot declare the meaning of earlier law.”
tion of federal tax claims. They providehave subordinated §3713(a) to the Tagimendarez-Torres v. United Stat&23
no support for the hypothesis that botlien Act, citing hearings before the Housey, s, (1998) (slip op., at 12)id.,
Houses of Congress silently endorsed th&ommittee on Ways and Means, and a biflt_ (Scauia, J., dissenting) (“This later
position. proposed in, but not passed by, the Seamendment can of course not cause [th
The actual measures taken by Congregée. See Brief for United States 25-27tatute] to have meant, at the time of peti
provide a superior insight regarding its inand n. 10 (citing American Bar Associationer’s conviction, something different
tent. As we have noted, the 1966 amendon, Final Report of the Committee onfrom what it then said”) (slip op., at 23).
ments to the Tax Lien Act bespeak &ederal Liens 7, 122-124 (1959), conk the enactedintent of a later Congress
strong condemnation of secret lienstained in Hearings on H. R. 11256 an¢annot change the meaning of an earlie
which unfairly defeat the expectations 0fl1290 before the House Committee ostatute, then it should go without saying
innocent creditors and frustrate “the needd/ays and Means, 89th Cong., 2d Sesshat the lateunenacted intentannot pos-
of our citizens for certainty and conve-85, 199 (1966); S. 2197, 92d Cong., Istibly do so. It should go without saying,
nience in the legal rules governing theibess. (1971)). The Court responds thaind it should go without arguing as well.
commercial dealings.” 112 Cong. Recthese rejected proposals “provide no sup- | have in the past been critical of the
22227 (1966) (remarks of Rep. Byrnes)port for the hypothesis that both House€ourt’s using the so-called legislative his-
cf. United States v. SpeeB82 U.S. 266, of Congress silently endorsed” the sutory of an enactment (hearings, commit-
275 (1965) (referring to the “general polpremacy of 83713ante,at 16, because tee reports, and floor debates) to deter
icy against secret liens”). These policyhose proposals contained other provimine its meaning. See.g., Conroy v.
concerns shed light on how Congressions as well, and might have been reAniskoff,507 U. S. 511, 518-529 (1993)
would want the conflicting statutory pro-jected because of those other provision§SCAUA, J., concurring in judgment);
visions to be harmonized: or because Congress thought the existingnited States v. Thompson/Center Arm:
“Liens may be a dry-as-dust part of law already made 83713 supreme. Thi€o.,504 U. S. 505, 521 (1992) ¢&LIA,
the law, but they are not without sig- implies that, if the proposals had not cond., concurring in judgmentBlanchard v.
nificance in an industrial and com- tained those additional features, or iBergeron,489 U. S. 87, 98-100 (1989)
mercial community where construc- Members of Congress (or some part ofScaLia, J., concurring in part and con-
tion and credit are thought to have them) had somehow made clear in theurring in judgment). Today, however,
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the Court’s fascination with the files ofat issue (which is bad enough), but t¢erm, and long-term rates are set forth for the month
Congress (we must consult them, becausiad, and then investigate the hearingsf September 1998. See Rev. Rul. 98-43, page 9.

they are there) is carried to a new silly excommittee reports, and floor debates per-
treme. Today’s opinion ever-so-carefullyaining to, later bills on the same subject |
analyzes, not legislative history, but the, .. \\ore never enacted. This is beyongectlon 7872.—Treatment of

. il reason,ancwe shoui say so.  LoaNS With Below-arket
w i Y, Interest Rates

require conscientious counsel to investi-
gate (at clients’ expense) not only th . . The adjusted applicable federal short-term, mid-
hearings, committee reports, and floor d§$ectlon 7520.—Valuation Tables term, and long-term rates are set forth for the month
bates pertaining to the history of the law The adjusted applicable federal short-term, midef September 1998. See Rev. Rul. 98-43, page 9.
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Part Ill. Administrative, Procedural, and Miscellaneous

Returns Relating to Higher tution must report only the aggregateistant Chief Counsel (Income Tax and
Education Tuition and Related amount of reimbursements and refunds @ccounting). For further information re-
Expenses qualified tuition and related expenses paidarding this notice contact him on (202)
to a student by the institution (and not b¥22-4910 (not a toll-free call).
Notice 98-46 any other party). Finally, § 6050S(a) was
amended to clarify that only eligible edu- , o
PURPOSE cational institutions and persons engageg$ CTR 1-472-2: Requirements incident to

. . . adoption and use of LIFO inventory method.
jna trade or business of making paymentgiso part I, § 472: § 1.472-1.)

This notice provides that the Internal ™ = =™ .
ip individuals under insurance arrange-

Revenue Service and the Treasury Depa ) ! .
: - ments are required to report informatiofRev. Proc. 98-46
ment are extending the application of No-
g bp under § 6050S. In all other respects, th

tice 97-73, 1997-51 |.R.B. 16, to informa- ECTION 1. PURPOSE

tion reporting required under 8§ 6050S OFeqwrem.ents .Of 8 6.0503 remain the sam
the Internal Revenue Code for 1999, @S described in Notice 97-73. .01 This revenue procedure modifies

The Treasury Department intends tRey. Proc. 97-44, 1997-41 I.R.B. 8,
BACKGROUND issue regulations soon on the informatiognich provides relief for automobile and
. reporting requirements of 8 6050S. INight-duty truck dealers that elected the
Section 6050S, enacted by the Taxight of the recent statutory changes an@ist.in first-out (LIFO) inventory method
payer Relief Act of 1997, Pub. L. No.|egislative history prepared in connectionyg violated the LIEO conformity re-
105-34, § 201(c), 111 Stat. 804, requiregith those changes indicating Congressigirement of § 472(c) or (€)(2) of the In-
the filing of information returns to assistintent that Notice 97—73 remain in effeClarnal Revenue Code by providing, for
taxpayers and the Service in determiningntil the regulations are issued, the Sefggit purposes, an income statement pré
the Hope Scholarship credit and the Lifeyjce is extending the application of Notic& ared in a format required by the fran-
ti;ng Learning Cfeditgtggl\ta?p?]yefé rga)g7_73 for an additional yedre., to infor-  cpisor or on a pre-printed form supplied
claim pursuant to ot the Codemation reporting required under § 6050 : :
Section 6050S requires that institutionggr 1999, g 9 red ?gcttﬁrir;racno(i/rgfiﬁ; (aanny ?;;gg}g?;rn;igg

file the specified information returns with :
the Service and provide a corresponding!SCUSSION on or before October 14, 1997, that fails
to reflect the LIFO inventory method.

statement to the individuals named on the - . I . -
information return showing the informa- . For 1999, eligible educational .mSt'tl.J' .02 Rev. Rroc. 97__44 IS modified to ex-
tions must follow the rules provided intend the relief provided in that revenue

tion that ha§ been reported. Notice 97-73 for reporting informationprocedure to medium- and heavy-duty
The requirements of 8 6050S are genef- . .
) : ; required under 8 6050S. For example, afuck dealers that comply with Rev. Proc.

ally described in Notice 97-73, alongeIi ible educational institution that re-97—-44 dified herein. In additi
with specific information reporting re- g —4+ as modined herein. - n addition,

quirements for 1998. However, as a ceives payments of qualified tuition ancRev. Proc. 97-44 is modified to extend the
sult of amendments to § 6050S made brelated expenses in 1999 must fll.e a Forgue dates for medium- and heavy-duty
the Internal Revenue Service Restructuifogs_t Tuition Payments, that includesruck dealers to make installment pay-
. the same information that was required byhents of the settlement amount compute:
ing and Reform Act of 1998, Pub. L. NO.qice 97_73 for 1998. The Forms 1098in accordance with that revenue procedure
105-206, 112 Stat. 685, certain mforma.—l. must be filed with the Service by Febru-

tion reporting requirements under, ry 28, 2000, if filed on paper or by magSECT|ON 2. MODIEICATIONS

§ 6050S have been clarified or changed. ... : ;
(ienc media, or by March 31, 2000, if .01 Section 1 of Rev. Proc. 97-44 is

First, the amendments clarify thatf. . .

' LT iled electronically. A statement contain- . . . "
§ 6050S requires institutions to report th g the same in)f/ormation as the Formmodlfled by adding the words “and truck
aggregate amount of payments made wi after the word “automobile” in the first

98-T filed with the Service must be fur- . .
respect to each student for qualified tUrished to the student by January 31 2006.nd third sentences, and by adding th
ition and related expenses without an ’

: @N%imilarly, Notice 97-73 applies for 19ggWords “or truck” after the word “automo-
amounts being subtracted for qualifie

. : ith respect to how penalties will be ad—t?IIe in the parenthetical phrase in the
scholarships or other tax-free educationgl: \iciared under §8 6721 and 6722 for infirst sentence.
assistance received with respect to thﬁ)rmation returns required under § 6050S. .02 Section 3 of Rev. Proc. 9744 is

student. Further, § 6050S(b)(2)(C), as modified by replacing the words “light-

amended, specifically requires that thEFFECT ON OTHER DOCUMENTS duty” with the words “light-, medium-, or

amount of any grant received by the stu- _ ) -~ heavy-duty” in the first sentence and by
dent for payment of costs of attendance Notice 97—73 is modified. adding the words “or truck” after the
and processed by the institution makingyp AFTING INFORMATION word “automobile” in the parenthetical

the information return be reported as a phrase in the first sentence.

separate item. Section 6050S(b)(2)(C) The principal author of this notice is .03 Section 5.02(2) of Rev. Proc. 97—44
was also amended to clarify that an instidohn J. McGreevy of the Office of the Asis modified by replacing the words “light-
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duty” with the words “light-, medium-,
and heavy-duty” in the second sentence.

.04 Section 5.03(1) of Rev. Proc. 97-44
is modified by replacing the second sen-
tence with the following two sentences:

Except as provided in section
5.03(2) or (3) of this revenue proce-
dure, the first installment and the
memorandum described in section
5.04 of this revenue procedure are
due on or before May 31, 1998, in
the case of inventory related to the
purchase, sale, and service of auto-
mobiles or light-duty trucks. Except
as provided in section 5.03(2) or (3)
of this revenue procedure, the first
installment and the memorandum
described in section 5.04 of this rev-
enue procedure are due on or before
January 31, 1999, in the of case in-
ventory related to the purchase, sale,
and service of medium- or heavy-
duty trucks.

.05 Section 5.03(2) of Rev. Proc. 97-44

is modified by replacing section 5.03(2)

with the following paragraph:

(2) Taxpayers under examination,
before appeals, or before a federal
court. If any federal income tax re-
turn of a taxpayer is under examina-
tion, before an appeals office, or be-
fore a federal court on October 14,
1997, the first installment of the set-
tlement amount and the memoran-

appeals officer, or the counsel for the
government, whichever is applica-
ble, in writing on or before Decem-
ber 15, 1997, that it has applied for
relief under this revenue procedure.
If any federal income tax return of a
taxpayer is under examination, be-
fore an appeals office, or before a
federal court on September 8, 1998,
the first installment of the settlement
amount and the memorandum de-
scribed in section 5.04 of this rev-
enue procedure with respect to in-
ventory related to the purchase, sale,
and service of medium- and heavy-
duty trucks are due on or before De-
cember 1, 1998. Such a taxpayer
must notify the examining agent(s),
appeals officer, or the counsel for the
government, whichever is applica-
ble, in writing on or before Decem-
ber 15, 1998, that it has applied for
relief under this revenue procedure.
For these purposes, the terms “under
examination,” “before an appeals of-
fice,” and “before a federal court”

If a taxpayer makes this election, the
entire settlement amount and the
original memorandum described in
section 5.04 of this revenue proce-
dure with respect to inventory re-
lated to the purchase, sale, and ser-
vice of automobiles and light-duty
trucks are due on or before May 31,
1998, or, if any federal income tax
return of such taxpayer is under ex-
amination, before an appeals office,
or before a federal court, on or be-
fore December 1, 1997. The entire
settlement amount and the original
memorandum described in section
5.04 of this revenue procedure with
respect to inventory related to the
purchase, sale, and service of
medium- and heavy-duty trucks are
due on or before January 31, 1999,
or, if any federal income tax return
of such taxpayer is under examina-
tion, before an appeals office, or be-
fore a federal court, on or before De-
cember 1, 1998.

.07 Section 7.02 of Rev. Proc. 97-44 is

have the same meaning as provided Modified by deleting the words “light-
in Rev. Proc. 97-27, 1997-21 duty”in the first sentence.

I.R.B. 10. Evidence that the first in-

.08 Section 9 of Rev. Proc. 97-44 is

of the memorandum described in after the word “automobiles” in the third

section 5.04 of this revenue proce- Sentence of the third paragraph.
dure must be provided as part of this 4o A -TING INFORMATION

written notification.

dum described in section 5.04 of this

.06 Section 5.03(3) of Rev. Proc. 97—44 The principal author of this revenue

revenue procedure with respect to in- is modified by replacing section 5.03(3)procedure is Jeffery G. Mitchell of the Of-

ventory related to the purchase, sale, with the following paragraph:

and service of automobiles and light-
duty trucks are due on or before De-

cember 1, 1997. Such a taxpayer

must notify the examining agent(s),

September 8, 1998

fice of Assistant Chief Counsel (Income

(3) Option to pay settlement Tax & Accounting). For further informa-
amount in one installmentA tax- tion regarding this revenue procedure,
payer may elect to pay the entire set- contact Mr. Mitchell on (202) 622-4970
tlement amount in one installment. (not a toll-free call).
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Part IV. Items of General Interest

Notice of Proposed Rulemaking cia A. Bray or Elizabeth Beck, (202) 6222615, Internal Revenue Building, 1111
and Notice of Public Hearing 3880 or Jacob Feldman, (202) 622-383@onstitution Ave., NW, Washington, DC.

concerning submissions and the hearingecause of access restrictions, visitor:
Termination of Puerto Rico and Michael Slaughter, (202) 622-7180 (nowill not be admitted beyond the Internal

Possession Tax Credit; New toll-free numbers). Revenue Building lobby more than 15
Lines of Business Prohibited minutes before the hearing starts.

SUPPLEMENTARY INFORMATION: The rules of 26 CFR 601.601(a)(3)
REG-115446-97 Background apply to this hearing.

Persons who wish to present oral com

Temporary Regulations in T.D. 8778ments at the hearing must submit writter
amend Income Tax Regulations (26 CFRomments and an outline of the topic
ACTION: Notice of proposed rulemak-Part 1) relating to section 936. Sectiofjpreferably a signed original and eight (8)
ing by cross-reference to temporary regut.936—11T, published in T.D. 8778, procopies) to be discussed by November 1(
lations and notice of public hearing. vides guidance to possessions corpord998.

tions that could lose their status as an ex- A period of 10 minutes will be allotted

SUMMARY: InT.D. 8778 on page 4, the;inq credit claimant, and, as a resulto each person for making comments.
IRS is issuing temporary regulations thaf, oi." jght to claim the possession tax An agenda showing the scheduling of
provide gu'd"?‘”ce regardmg th(_a addltlo%redit, due to the addition of a substantidhe speakers will be prepared after the
of a sub§tant|al new I.|ne of bl_Jsmess.by flew line of business. deadline for receiving outlines has
possessions corporation that is an existing . yo.¢ of those temporary regulationpassed. Copies of the agenda will be
credit claimant. These regulanor!s reflectISO serves as the text of these proposeuailable free of charge at the hearing.
changes made by the Small Business 6B

Protection Act of 1996. The text of thoseregulatlons. . The preamble o the tempas
ry regulations explains the temporar

temporary regulations also serves as tHé

AGENCY: Internal Revenue Service
(IRS), Treasury.

rafting Information

text of these proposed regulations. Thi€gulations. ~ The principal author of these regulations
document also provides notice of a publigpecial Analysis is Patricia A. Bray of the Office of the As-
hearing on these proposed regulations. sociate Chief Counsel (International).

_ It has been determined that this notic@ther personnel from the IRS and the De
DATES: Written comments must be réyt yron0sed rulemaking is not a signifipartment of the Treasury participated in the
ceived by November 17, 1998.  Requesis,nt eqylatory action as defined in Execdevelopment of these regulations.
to speak and outlines of topics to be d'ﬁitive Order 12866. Therefore, a regula-
cussed at the public hearing scheduled f% : S
ry assessment is not required. It also
Tuesday, December 1, 1998, at 10 a. y d

; as been determined that section 553(y,nosed Amendments to the Regulation
Tousltgt;% received by Tuesday, Novembeorf the Administrative Procedure Act (5 P g

U.S.C. chapter 5) does not apply to these Accordingly, 26 CFR part 1 is pro-

ADDRESSES: Send submissions tofegulations, and because the regulationmsed to be amended as follows:

CC:DOM:CORP:R (REG-115446-97),do not impose a collection of information

room 5226, Interna(l Revenue Servic)eQn small entities, the Regulatory Flexibil-PART 1—INCOME TAXES

POB 7604, Ben Franklin Station, Washity Act (5 U.S.C. chapter 6) does not paragraph 1. The authority citation for

ington, DC 20044. Submissions may bapply. Pursuant to section 7805(f) of th%art 1 is amended by adding an entry ir

hand delivered between the hours of 8 a.rinternal Revenue Code, this notice of proyymerical order to read as follows:

and 5 p.m. to: CC:DOM:CORP:R (REG-posed rulemaking will be submitted to the - aythority: 26 U.S.C. 7805 * * *

115446-97), Courier’s Desk, Internal RevE€hief Counsel for Advocacy of the Small gection 1.936-11 also issued under 2

enue Service, 1111 Constitution AvenueBusiness Administration for comment ony 5 .c. 936, * * *

NW, Washington, DC. Alternatively, tax-its impact on small business. Par. 2. Section 1.936-11 is added tc
ayers may submit comments electroni- .

EaI)I/y via thglnternet by selecting the “TaxComments and Public Hearing read as follows:

Regs” option on the IRS Home Page, or by

submitting comments directly to the IRS Before thege proposec_i regulat|or_15 aao
. ] ' adopted as final regulations, considera-
Internet site at http://www.irs.ustreas

gov/prod/tax_regs/comments.html. Théion will be given to any written com- [The text of this proposed section is the

public hearing will be held in room 2615,ments (a signed original and eight (8},me a5 the text of §1.936-11T publishe

Internal Revenue Building, 1111 Constitu-COpieS) that are submitted timely to th(:r‘n T.D. 8778.]

tion Avenue, NW, Washington, DC. IRS. All comments will be made avail-

* *x * * %

r%1.936—11 New lines of business
rohibited.

able for public inspection and copying. Michael P. Dolan,
FOR FURTHER INFORMATION CON- A public hearing has been scheduled Deputy Commissioner of
TACT: Concerning the regulations, Patrifor December 1, 1998, at 10 a.m., in room Internal Revenue.

1998-36 |.R.B. 23 September 8, 1998



(Filed by the Office of the Federal Register onThe public hearing will be held in roominformation is required in order for a
rugust 28, éﬁgﬁéa?ﬁsgif;’fo?”fugﬂi’f'igefggsm 615, Internal Revenue Building, 1111shareholder in an S corporation to prop-
F.R. 44416) ’ " Constitution Avenue, NW, Washington,erly compute its tax liability. This infor-
DC. mation will be used to determine whether
the amount of tax has been computed cor-
FOR FURTHER INFORMATION CON- rectly. Responses to this collection of in-

Notice of Proposed Rulemaking

and Notice of Public Hearing TACT. Concerning the regulations undeformation are mandatory for shareholders
section 1366, Deane M. Burke or Terri Ain S corporations. The likely respondents
Pass Through of Items of an S Belanger, (202) 622-3070; concerning thgre individuals and businesses or other

Corporation to its Shareholders regulations under sections 1367 and 136r-profit institutions.
Brenda Stewart, (202) 622-3120; con- The reporting burden contained in

REG-209446-82 cerning submissions and the hearingg1.1366-1 is reflected in the burden of
Michael Slaughter, (202) 622-7180 (noForm 1040, U.S. Individual Income Tax
toll-free numbers). Return, and Form 1120S, U.S. Income

Tax Return for an S Corporation.
. SUPPLEMENTARY INFORMATION: .
ACTION: Notice of proposed rulemak- Newly designated §1.1367-1(g) does

ing and notice of public hearing. Paperwork Reduction Act not impose a new collection of informa-
tion. The election in newly designated
SUMMARY: This document contains pro-The collection of information containedg1.1367-1(g), previously contained in
posed regulations relating to the pasi this notice of proposed rulemaking hag1.1367-1(f), was approved by OMB
through of items of an S corporation to itheen submitted to the Office of Manageunder OMB Control Number 1545-1139.
shareholders, the adjustments to the basigent and Budget for review in accor- An agency may not conduct or Sponsor,
of stock of the shareholders, and the treaance with the Paperwork Reduction Acand a person is not required to respond to,
ment of distributions by an S corporationgs 1995 (44 U.S.C. 3507(d)). Comments collection of information unless the col-
Changes to the applicable law were madg, the collection of information should belection of information displays a valid
by the Subchapter S Revision Act of 198%04 14 thepffice of Management and control number.
the Tax Reform Act of 1984.’ the Tax ReBudget, Attn: Desk Officer for the De-  Books or records relating to a collec-
forlrln Act of 1986, the Technical and '\é“s'partment of the Treasury, Office of Infor-tion of information must be retained as
g?n:”%%ljs?nzses\liEEeP,rA(\;:a;EolngAsf{ Oa;nlgé'%‘ghation and Regulatory Affairs, Washing1ong as their contents may become mater-
on, DC 20503, with copies to theial in the administration of any internal
public with guidance needed to complyﬁ]temal Revenue S_erviceAttn: IRS Re- revenue Ia_lw. Ger_lerally, tax r_etums and
orts Clearance Officer, OP:FS:FP, Washax return information are confidential, as

ith th licable | ill aff P .
\c,:VcIJtrpc:rae}ic?r?sp :r?(;) %eiwsr?gger\:\gld:rseCtTi pgton, DC 20224. Comments on the colrequired by 26 U.S.C. 6103.
' ction of information should be received

document also contains a notice of publi
PUPlby October 19, 1998. Comments arBackground

hearing on these proposed regulations. . _

specifically requested concerning: This document contains proposed
DATES: Written comments must be re- Whether the proposed collection of inymendments to the Income Tax Regula-
ceived by November 16, 1998. Outlinesormation is necessary for the proper pekigns (26 CFR part 1) under sections
of topics to be discussed at the publiformance of the functions of the Internah 366 1367, and 1368 of the Internal Rev-
hearing scheduled for Tuesday, Decemb@&evenue Service, including whether thgnue Code of 1986 (Code). Sections
15, 1998, at 10 a.m. must be received liformation will have practical utility; 1366, 1367, and 1368 were added by the
Tuesday, November 24, 1998. The accuracy of the estimated burdegypchapter S Revision Act of 1982 (1982

ADDRESSES: Send submissions t0<_';1ssociat.ed with the proposed collection gfct) (Public Law 97-354, 96 Stat. 1669,
CC:DOM:CORP:R (REG_209446_82),lnformatlon (See_ bE|0V_V_); _ 1697). Section 1366 was amended by the
room 5226, Internal Revenue Service, How the qua“ty! Utlllty1 and Cla”ty of Tax Reform Act of 1984 (PUbllC Law 98—
POB 7604, Ben Franklin Station, Wash:‘he information to be collected may be eng69, 98 Stat. 844, 985), the Tax Reform
ington, DC 20044. Submissions may b82nced; _ _ Act of 1986 (Public Law 99-514, 100
hand delivered between the hours of 8 How the burden of complying with the Stat. 2085, 2277, 2343), the Technical and
a.m. and 5 p.m. to: CC:DOM:CORP:RProposed collection of information mayMiscellaneous Revenue Act of 1988
(REG—209446-82), Courier's Desk, InJe minimized, including through the ap{Public Law 100-647, 102 Stat. 3406),
ternal Revenue Service, 1111 ConstitutioRlication of automated collection tech-and the Small Business Job Protection Act
Avenue, NW, Washington, DC. Alterna-hiques or other forms of information tech-of 1996 (1996 Act) (Public Law 104-188,
tively, taxpayers may submit comment#ology; and 110 Stat. 1755).

electronically via the Internet by selecting Estimates of capital or start-up cost and Sections 1367 and 1368 were amended
the “Tax Regs” option on the IRS Homecosts of operation, maintenance, and puby the Technical Corrections Act of 1982
Page, or by submitting comments directlghase of service to provide information. (Public Law 97-448, 96 Stat. 2365,
to the IRS Internet site at http://www.irs. The collection of information in this 2399-2400), the Tax Reform Act of 1984
ustreas.gov/prod/tax_regs/comments.htmproposed regulation is in §1.1366—1. ThigPublic Law 98-369), and the Tax Reform
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Act of 1986 (Public Law 99-514). Finalrelevant to the shareholder in the compuwallow taxpayers to avoid the immediate
regulations conforming the regulations tdation of the shareholder’s tax liability re-adverse tax consequences that could otl
these amendments were published in trsilting from the sale or exchange of capierwise result from the inclusion of income
Federal Registeron January 3, 1994. Thetal assets or assets described in sectifmom discharge of indebtedness. The de
proposed amendments would conform th&€231(b), tax-exempt income, sectiorferral of income excluded under section
regulations to amendments made to set70(c) charitable contributions, certainl08(a)(1) by reducing the basis of prop-
tions 1367 and 1368 by the 1996 Act. foreign taxes, items used in determiningrty or other tax attributes is one methoc
certain credits, certain itemized deducef achieving this purpose. For example
tions, items of portfolio income or lossthe legislative history of section
Determination of Shareholder’s Tax and related expenses u_nder sect_ion 46]2()8(a)(1)(D) provides that the exclusio_n
Liability and. the corpora_tlon’s gdjustments in comfrom gross income for discharge of quali-
puting alternative minimum tax underfied real property business indebtednes

Under section 1363, an S corporatiosections 56 and 58 and any items of taxcome simply defers income to the
generally computes its taxable income ipreference under section 57. All items o§hareholders of an S corporation and doe
the same manner as an individual, subjetrtcome, loss, and deduction that are neiot result in an adjustment to the basis o
to certain modifications. Thus, for exam-separately stated must be combined tie stock of the corporation. See H.R.
ple, an S corporation is not entitled to &ompute the nonseparately computed irRep. No. 111, 103d Cong., 1st Sess. 62
dividends received deduction under secsome or loss of the S corporation undef1993); H.R. Conf. Rep. No. 213, 103d
tion 243. section 1366(a)(1)(B). Cong., 1st Sess. 555 (1993).

Section 1366(a)(1) and the propose . Other specific rules apply to the dis-
regulations provide rules under which dentification of Tax-exempt Income charge of indebtedness of an S corpore
shareholder of an S corporation takes into The proposed regulations define taxtion. See section 108(d)(7). The legisla
account the shareholder’s pro rata shargxempt income as income that is permdive history of section 108(d)(7)(A)
as defined under section 1377, of the cofently excludible from the gross incomeProvides that in order to treat all share-
poration’s items of income, loss, deducpf an S corporation and its shareholders #olders in the same manner, the exclusio
tion, or credit. A shareholder’s share of|| circumstances in which the relevanef income arising from discharge of in-
these items is determined for the shargzpde section applies. For example, taxlebtedness and the corresponding redus
holder’s taxable year in which the taxablexempt income includes proceeds of liféions in tax attributes (including losses
year of the S corporation ends. If a shargnsyrance contracts that are payable Hjpat are not allowed by reason of any
holder dies before the end of the corporgeason of an individual's death and thaghareholder’s basis limitation) are made
tion’s taxable year, the shareholder’s pr@re excludible from gross income undeft the corporate level. See H.R. Rep. Nc
rata share of these items is taken into agection 101, and interest on state and locéB2, 98th Cong., 2d Sess., pt. 2, 16404
count in the shareholder’s final tax returnponds that is excludible from gross in{1984). Furthermore, the legislative his-
If a shareholder is an estate or trust, angbme under section 103. tory of section 108 indicates that any can
the estate or trust terminates before the However, income that is excludiblecellation of indebtedness income re-
end of the corporation’s taxable year, thgom gross income pursuant to a provimaining after the reduction of the S
shareholder’s pro rata share of these itemggon of the Code that might have the efcorporation’s tax attributes does not resul
is taken into account in the shareholder’fect of deferring income to the S corporain income or have other tax conse-
final tax return. tion or its shareholders is not tax-exempuences. See S. Rep. No. 1035, 96t

In the case of most items that must bgcome. For example, income from im-Cong., 2d Sess. 2 (1980). Thus, the ak
separately stated by an S corporation, thgrovements by a lessee on a lessorgence of a stock basis increase for incom
provisions by which an S corporation acproperty that is excludible from gross in-0f an S corporation excluded under sec
counts to its shareholders for tax purposes®me under section 109 is not tax-exemton 108(a) is consistent with the legisla-
under section 1366 closely parallel théncome because, for example, the lesstive history of section 108 (and its pur-
provisions for a partnership accounting tevould recognize the value of the im-pose to avoid the immediate adverse ta
its partners under section 702. The prgprovements as income when the propergonsequences that could otherwise resu
posed regulations provide rules outlinings sold by the lessor. Similarly, incomefrom the inclusion of income from dis-
this general pass-through scheme for Bom the discharge of indebtedness that igharge of indebtedness) and the specifi
corporations to their shareholders. excludible from gross income under secrules that apply to the discharge of indebt

Under section 1366(a)(1)(A), an S cortion 108 does not constitute tax-exempgdness income of S corporations.
poration’s items of income, loss, deducincome because the attribute reduction Finally, even though a partner is enti-
tion, and credit must be separately statgstovisions of section 108(b) have the eftled to an increase in the basis of the part
if their separate treatment on any shardect of deferring the recognition of suchner’s interest for income from discharge
holder’s income tax return could affecincome in some circumstances while pemf indebtedness of a partnership that is ex
the shareholder’s tax liability. These sepmanently excluding it, in whole or in part,cluded under section 108(a), a share
arately stated items include, but are noh other circumstances. holder of an S corporation is not entitled
limited to, short-term and long-term capi- Treasury and the IRS believe that Corto an increase in stock basis under simila
tal gain or loss, other items that may bgress intended that section 108 wouldircumstances. This difference is appro.
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priate because the principal provisions ofome to a shareholder for federal incomductions are personal to that shareholder
section 108 are applied at the corporat@x purposes. Thus, where it is necessaand cannot be transferred. Moreover, if a
level in the case of an S corporation but @ determine the amount or character afhareholder transfers all of the share-
the partner level in the case of a partnethe gross income of a shareholder, thigolder's stock in an S corporation, any
ship. See section 108(d)(6). A basis inshareholder’s gross income includes théisallowed loss or deduction is perma-
crease in the partner’s interest in the parshareholder’s pro rata share of the grossently disallowed.
nership is necessary in order to applincome of the S corporation. This amount The proposed regulations provide spe-
these provisions at the partner level bas the amount of gross income of the coreial rules for a shareholder to carry over
cause, for example, the income may progporation used to derive the shareholderdisallowed losses and deductions to any
erly be excluded by some partners and irpro rata share of S corporation taxable irpost-termination transition period. Those
cluded by others, and in order to offset theome or loss. See Rev. Rul. 87-123%pecial rules generally follow the limita-
basis reduction that will occur under secf1987—-2 C.B. 217). tion rules provided in the proposed regu-
tion 752(b) as the result of the deemed. = | . lations for years in which the S corpora-
distribution arising out of the decrease ifrimitation on Losses and Deductions 1 alaction is in effect, except that the
t_he partner’s sha_re of _partnership liabili- |, general, section 1366(d)(1) and th&mount of losses and qec_ju‘_:tions that may
fues. These considerations are not preseﬂtoposed regulations provide that th&e taken into account is limited to the ad-
in the case of an S corporation. amount of losses and deductions takdHSted basis of the shareholder’s stock
_ Accordingly, Treasury and the IRS beynig account by a shareholder for any taxfather than stock and debt) in the corpo-
lieve that income excluded by an S corpospje year may not exceed the sum of tH&tion determined at the close of the post-
ration pursuant to section 108 is not t@%shareholder’s adjusted bases in the stodgrmination transition period. See section
exempt income for purposes of Sectiof¢ ihe s corporation and in any indebted366(d)(3)(B).
1366 whether or not the application of,e55 of the S corporation to the share- Finally, the proposed regulations pro-
section 108 in a particular circumstancgq|qer  Moreover, any loss or deductioiyide rules regarding the carryover of dis-
results in the permanent exclusion, i, the taxable year not taken into accour/lowed losses and deductions in the
whole or in part, of income. See aNel- 5 shareholder by reason of the basfyent of certain corporate reorganizations.
son v. Commissioned10 T.C. 114 |initation rule is treated under sectiorif @ corporation acquires, in a transaction
(1998) 1366(d)(2) and the proposed regu|ati0n@ which section 381(&) applies, the assets
as incurred by the Corporation with re.Of another S Corporation for which disal-
spect to that shareholder in the corpordowed losses and deductions would carry
tion’s first succeeding taxable year, an@ver with respect to a shareholder under
Consistent with the adoption of parallesubsequent taxable years. For purposésction 1366(d)(2), except for the reorga-
operational rules between sections 70@f the basis limitation rule in sectionnization, the losses and deductions will be
and 1366, the items of an S corporatiof366(d), the basis of stock acquired bgvailable to that shareholder. Where the
are generally characterized in the samgift is the basis of the stock for determinacquiring corporation is an S corporation,
manner that partnership items are charainig loss under section 1015. The basi§e losses and deductions will be treated
terized. The partnership rules provideules under section 1015 operate to minRs incurred by the acquiring S corporation
that the character of a partnership item renize the loss recognized by a donee upaith respect to that shareholder. Where
ported by a partner is generally deterthe sale or exchange of the loss stock athe acquiring corporation is a C corpora-
mined at the entity level under a conduituired by gift. Therefore, the basis limi-tion, the proposed regulations provide
rule. The proposed regulations provide tation rule limits a donee shareholder’'special rules for a shareholder to carry
similar conduit rule under which the charpass-through items of loss or deduction tover disallowed losses and deductions to
acter of a corporate item that is passettie basis used for determining loss upoany post-termination transition period
through to and reported by a shareholdéhe sale or exchange of the stock acquirethder section 1377 if the shareholder is a
is generally determined at the corporatby gift. shareholder of the C corporation after the
level. However, exceptions to the general The proposed regulations provide tharansaction.
rule apply for contributions of either non-if a shareholder’s aggregate pro rata shareln the case of an S corporation that
capital gain property or capital loss propef the items of loss and deduction exceedgansfers a part of its assets constituting an
erty if an S corporation is formed orthe sum of the shareholder’s adjustedctive trade or business to another corpo-
availed of by any shareholder or sharebases in stock and debt, the limitation oration in a transaction to which section
holders for a principal purpose of sellindosses and deductions must be allocaté68(a)(1)(D) applies, and immediately
or exchanging the property to alter themong the shareholder’s pro rata share tifereafter the stock and securities of the
character of the gain or loss. The charaeach loss or deduction. This allocation isontrolled corporation are distributed in a
ter of the gain or loss will be the same adetermined by taking the proportion thatlistribution or exchange to which section
it would have been if the property were ireach loss or deduction bears to the total 865 (or so much of section 356 as relates
the hands of the shareholder or shareholdH losses and deductions, including those section 355) applies, any disallowed
ers at the time of the sale or exchange. previously disallowed. loss or deduction with respect to a share-
Section 1366(c), like section 702(c), Also under the proposed regulations, holder of the distributing corporation im-
provides for the pass through of gross inrshareholder’s disallowed losses and denediately before the transaction is allo-
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cated between the distributing corporatioposed on an S corporation under sectiatorporation was a C corporation and ex:
and the controlled corporation with re-1374 or section 1375. penses related to income that is exemg
spect to the shareholder. This allocation ) from tax); (3) decreases for certain oil anc
is made in proportion to the fair markef diustments to Basis of Stock gas depletion deductions; (4) decrease
value of the shareholder’s stock of the ggction 1367(a) and §1.1367-1 pref_or items of loss or deduction; and (5) the
distributing corporation and the sharegqyipe adjustments required by subchapt@ﬁeCt of certain redemptions.

holder’s stock of the controlled corporas iy the basis of a shareholder’s stock in Consistent with the proposed amend:
tion, determined immediately after they,, g corporation and the manner in whicAents to 81.1367-1, the proposed regule
transaction. those adjustments are made. Sectidipns amend 81.1368-2 to provide that fol

1.1367-1 requires a shareholder in an @xable years of the corporation beginning
corporation to adjust the basis of th@n Or after August 18, 1998, the adjust
In general, the proposed regulationshareholder’s stock for items of incomdnents to the AAA are made in the same
provide for the reallocation of items of theand loss for any taxable year before ad¥fder as the adjustments to the basis of
corporation among family members undejusting the basis for distributions. share of stock under §1.1367-1 of the
certain conditions. Section 1366(e) re- Section 1309 of the 1996 Act amende@OPosed regulations. For purposes of de
quires a determination of whether an indisection 1368 to require that in the case ¢¢rmining the amount of any distribution
vidual family member who renders serany distribution made during any taxablénade from the AAA, decreases to the
vices for or provides capital to the Syear, the adjusted basis of the stock is detédAA to reflect distributions are made
corporation has received reasonable cormined with regard to the adjustments pra&ithout taking into account any net nega-
pensation. The proposed regulations prodded in section 1367(a)(1) for the taxabléive adjustments as defined in sectior
vide that in determining a reasonable alear. Thus, the adjustments for distribul368(€)(1)(C)(ii).
lowance for services rendered for, otions made by the S corporation during the Section 1311(a) of the 1996 Act gener-
capital furnished to, the S corporation, aflaxable year are taken into account befordly eliminated the S corporation earnings
the facts and circumstances are consi@pplying the loss limitation for the year. ~ and profits of a corporation accumulatec
ered, including the amount that ordinarily The proposed regulations amendn those taxable years beginning before
would be paid in order to obtain compara§1.1367-1 to provide that for taxablelanuary 1, 1983, for which the corpora-
ble services or capital from a person whyears of the corporation beginning on ofion was an electing small business corpo
is neither a member of that family nor after August 18, 1998, adjustments to theation under the provisions of subchapte
shareholder in the corporation. basis of a share of stock are made in the Of the Code as then in effect, if the cor-
For purposes of section 1366(e), simifollowing order: (1) increases for incomeporation was also an S corporation for its
lar rules apply to services rendered, atems and the excess of deductions for dérst taxable year beginning after Decem-
capital furnished, to an S corporation by @letion over the basis of the property suter 31, 1996. Several provisions of the
pass-through entity in which a member oject to depletion; (2) decreases for distribexisting final regulations under subchap-
a shareholder’s family holds an interestitions; (3) decreases for noncapitalter S, which were adopted before the 199
The proposed regulations provide that ilondeductible expenses, and certain ofict amendments, refer separately to
the pass-through entity does not receivand gas depletion deductions; and (4) deorporation earnings and profits and C
reasonable compensation for the servicgseases for items of loss or deduction. ~ corporation earnings and profits. See

rendered or capital furnished, the Comz . oo Lo e.g., 81.1368-1(f)(2)(iii). Treasury and
missioner may prescribe adjustments t justments Required Betore the IRS specifically request comments or

the pass-through entity and the Corpora_etermining Tax Effect of Distribution  the extent, if any, to which these regula-

tion as necessary to reflect the value of Section 1368 provides rules for deterions should be amended in view of the
the services rendered or capital furnishegnining the source of a distribution madegeneral elimination of S corporation earn-

Special Rules by an S corporation with respect to itér:gs and profits. Treasury ﬁm?‘ the IR.S
stock and the tax effect of the distributiorf->C "€guest comments on whether sectio

Section 1366(f) and the proposed regwn the shareholders. Under §1.1368—$,311(a) of the ,1996 Act appheg to quali-
lations provide special rules limiting thethe determination whether a distributio |ed_ casualty Insurance electln_g_sma!l
pass through of certain items of an S cois made out of the accumulated adjus@USIN€SS corporations and qualified oil
poration to its shareholders. Sectioments account (AAA) or earnings and’0'Porations, within the meaning of sec-
1366(f)(1) and the proposed regulationprofits is made only after the AAA hastion 6(c) of the 1982 Act.

provjde that the pass_—through rules- und@een adj_usted to reflect: (}) increases fcﬁroposed Effective Date

section 1366(a) are inapplicable with reincome items (other than income that is

spect to any credit allowable under seexempt from tax) and the excess of the The regulations under section 1366 an
tion 34 (relating to certain uses of gasodeductions for depletion over the basis dhe amendments to the regulations unde
line and special fuels). In addition,the property subject to depletion; (2) desections 1367 and 1368 are proposed t
section 1366(f)(2) and (3) and the proereases for noncapital, nondeductible exbe effective for taxable years of the cor-
posed regulations provide for a reductiopenses (other than federal taxes attribuporation beginning on or after August 18,
in the pass through of items for tax imable to any taxable year in which thel998.

Treatment of Family Group
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Special Analyses deadline for receiving outlines hag?2)
assed. Copies of the agenda will be

. . . p
It has been determined that this noticg, yjjaple free of charge at the hearing. (d)
of proposed rulemaking is not a significant
(e)

regulatory action as defined in EO 12866Drafting Information

Therefore, a regulatory assessment is not o

required. It has also been determined that 1€ Principal authors of these propqse%)
section 553(b) of the Administrative Profégulations are Deane M. Burke, Terri A

ice of Chief Counsel (Passthroughs an

Gross income for substantial omis-
sion of items.

Shareholders holding stock subject
to community property laws.

Net operating loss deduction of
shareholder of S corporation.
Cross-reference.

cedure Act (5 U.S.C. chapter 5) does ndtelanger, and Brenda Stewart of the O1E51.1366—2 Limitations on deduction of

apply to these regulations. It is hereby cefl

tified that the collection of information in
these regulations will not have a signifi-Vice- However, other personnel from the

cant economic impact on a substantidRS and Treasury Department partici{a)
number of small entities. This certifica-°2t€d in their development. (1)
tion is based upon the fact that these regu- (2)
lations do not impose a collection of infor- (_3)
mation that is not already required by th&roposed Amendments to the Regulatiord

underlying statute or the current regula- Accordingly, 26 CFR part 1 is (ii)

ro-
tions and reflected in the appropriat%osed to be amended as follows: Pro-(4)
forms. Therefore, a Regulatory Flexibility

Analysis under the Regulatory Flexibility PART 1—INCOME TAX
Act (5 U.S.C. chapter 6) is not required.
Pursuant to section 7805(f) of the Interna X :
Revenue Code, this notice of proposeBart 1 continues to read in part:
rulemaking will be submitted to the Chief Authority: 26 U.S.C. 7805 ** *
Counsel for Advocacy of the Small Busi-§§1.1366_1 and 1.1366-2 [Removed]
ness Administration for comment on its
impact on small business.

* * * *x %

(®)

| Paragraph 1. The authority citation fol6)
(b)

Par. 2. Sections 1.1366-1 an(ﬁl)
1.1366-2 are removed. ()
Par. 3. Sections 1.1366-0 througI@)

Before these proposed regulations ark1366-5 are added to read as follows: @)

adopted as final regulations, considera§1_1366_0 Table of contents. ©)
tion will be given to any written com-

ments that are submitted timely (a signed The following table of contents is pro-
original and eight (8) copies) to the IRSvided to facilitate the use of §§1.1366—J(1)
All comments will be made available forthrough 1.1366-5: )
public inspection and copying. )

A public hearing has been scheduled fopl-1366-1 Shareholder’s share of items
Tuesday, December 15, 1998, at 10 a.m. fif &n S corporation.
room 2615, Internal Revenue Building
1111 Constitution Avenue NW, Washing-
ton, DC. Because of access restrictiona)
visitors will not be admitted beyond the(,
Internal Revenue Building lobby more
than 15 minutes before the hearing starts(3)

The rules of 26 CFR 601.601(a)(3)
apply to the hearing.

Persons that wish to present oral co
ments at the hearing must submit written
comments (a signed original and eight (%)
copies) by November 16, 1998. The out-
line of topics to be discussed at the heafy
ing must be received by Tuesday, Noventaz)
ber 24, 1998.

A period of 10 minutes will be allotted 3)
for each person for making comments.

An agenda showing the scheduling o <)
the speakers will be prepared after th@l)

Comments and Public Hearing

a) Determination of shareholder’s ta&a)

In general.

loss, deduction, or credit.

loss.

Separate activities requirement. (@)
Aggregation of deductions or exclu-
sions for purposes of limitations. (b)
Character of items constituting pro
rata share. (©
In general.

capital gain property.
loss property.

Gross income of a shareholder.
In general.
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s ; ass-through items of an S corporation to
Special Industries), Internal Revenue Sefts shareholders.

In general.

Limitation on losses and deductions.
Carryover of disallowance.

Basis limitation amount.

Stock portion.

Indebtedness portion.

Limitation on losses and deductions
allocated to each item.
Nontransferability of losses and de-
ductions.

Basis of stock acquired by gift.
Special rules for carryover of disal-
lowed losses and deductions to post-
termination transition period de-
scribed in section 1377(b).

In general.

Limitation on losses and deductions.
Limitation on losses and deductions
allocated to each item.

Adjustment to the basis of stock.
Carryover of disallowed losses and
deductions in the case of liquida-
tions, reorganizations, and divisions.
Liquidations and reorganizations.
Corporate separations to which sec-
tion 368(a)(1)(D) applies.

§1.1366-3 Treatment of family groups.

In general.
Examples.

Separately stated items of income§1.1366—4 Special rules limiting the
pass through of certain items of an S
Nonseparately computed income ocorporation to its shareholders.

Pass through inapplicable to section
34 credit.

Reduction in pass through for tax
imposed on built-in gains.

Reduction in pass through for tax im-
posed on excess net passive income.

Exception for contribution of non- §1.1366-5 Effective date.

Exception for contribution of capital §1.1366-1 Shareholder’s share of items
of an S corporation.

(a) Determination of shareholder’s tax
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liability—(1) In general. An S corpora- by the percentage limitations of section (3) Nonseparately computed income or
tion must report, and a shareholder is rek70(b), paid by the corporation within thdoss. Each shareholder must take into ac
quired to take into account in the sharetaxable year of the corporation; count separately the shareholder’s pre
holder’s return, the shareholder’s pro rata (iv) The taxes described in section 90tata share of the nonseparately compute
share, whether or not distributed, of the $hat have been paid (or accrued) by thiacome or loss of the S corporation. For
corporation’s items of income, loss, decorporation to foreign countries or to posthis purposenonseparately computed in-
duction, or credit described in paragraphsessions of the United States; come or lossmeans the corporation’s
(a)(2), (3), and (4) of this section. A (v) Each of the corporation’s separatgross income less the deductions allowe:
shareholder’s pro rata share is determinétems involved in the determination ofto the corporation under chapter 1 of the
in accordance with the provisions of seceredits against tax allowable under parnternal Revenue Code, determined by
tion 1377(a) and the regulations thereurlV of subchapter A (section 21 and fol-excluding any item requiring separate
der. The shareholder takes these iteni@wing) of the Internal Revenue Code, exeomputation under paragraph (a)(2) of
into account in determining the shareeept for any credit allowed under sectionhis section.
holder’s taxable income and tax liability34 (relating to certain uses of gasoline and (4) Separate activities requiremenin
for the shareholder’s taxable year with ospecial fuels); S corporation must report, and eact
within which the taxable year of the cor- (vi) Each of the corporation’s separat&hareholder must take into account in the
poration ends. If the shareholder dies (dtems of gains and losses from wageringhareholder’s return, the shareholder’
if the shareholder is an estate or trust artdansactions (section 165(d)); soil angro rata share of an S corporation’s item:
the estate or trust terminates) before theater conservation expenditures (sectiosf income, loss, deduction, or credit de-
end of the taxable year of the corporatior,75); deduction under an election to exscribed in paragraphs (a)(2) and (3) of thi
the shareholder’s pro rata share of theggense certain depreciable business exection for each of the corporation’s activ-
items is taken into account on the shargenses (section 179); medical, dentaijties as defined in section 469 and the reg
holder’s final return. For the limitation etc., expenses (section 213); the addidations thereunder.
on allowance of a shareholder’s pro rattonal itemized deductions for individuals  (5) Aggregation of deductions or exclu-
share of S corporation losses or deduprovided in part VIl of subchapter B (secsions for purposes of limitatioas(i) In
tions, see section 1366(d) and §1.1366-2ion 212 and following) of the Internal general. A shareholder aggregates the
(2) Separately stated items of incomeRevenue Code; and any other itemizeshareholder’s separate deductions or e
loss, deduction, or creditEach share- deductions for which the limitations onclusions with the shareholder’s pro rata
holder must take into account separateiyemized deductions under sections 67 ®hare of the S corporation’s separately
the shareholder’s pro rata share of an§8 applies; stated deductions or exclusions in deter
item of income (including tax-exempt in-  (vii) Any of the corporation’s items of mining the amount of any deduction or
come), loss, deduction, or credit of the Portfolio income or loss, and expenses resxclusion allowable to the shareholder
corporation that if separately taken intdated thereto, as defined under section 468nder subtitle A of the Internal Revenue
account by any shareholder could affect (viii) The corporation’s tax-exempt in- Code as to which a limitation is imposed.
the shareholder’s tax liability for that tax-come. For purposes of subchapter S, tax- (jj) Example. The provisions of para-
able year differently than if the shareexempt income is income that is permagraph (a)(5)(i) of this section are illus-
holder did not take the item into accounhently excludible from gross income in allyated by the following example:
separately. The separately stated items circumstances in which the applicable
the S corporation include, but are not limprovision of the Internal Revenue Code Fxample.In 1999, Corporation M, an S corpora-
ited to, the following items— applies. For example, income that is ex.on: Purchases and places in service section 17
. . . . . . “property costing $10,000. Corporation M elects to
(i) The corporation’s combined netcludible from gross income under sectioR,pense the entire cost of the property. Sharehold
amount of gains and losses from sales @01 (certain death benefits) or section 108 owns 50 percent of the stock of Corporation M.
exchanges of capital assets grouped by afinterest on state and local bonds) is taxghareholder As pro rata share of this item after Cor-
plicable holding periods, by applicableexempt income, while income that is exPoration M applies the section 179(b) limitations is
rate of tax under section 1(h), and by angludible from gross income under sectiorﬁS’OOO'  Because the aggregate amount of Shar
e . . . . older A's pro rata share and separately acquire
other classification that may be relevant i108 (income from discharge of indebtedsetion 179 expense may not exceed $19,000 (it
determining the shareholder’s tax liability;ness) or section 109 (improvements byggregate maximum cost that may be taken into ac
(i) The corporation’s combined netlessee on lessor’s property) is not tax-exount under section 179(a) for the applicable taxabl
amount of gains and losses from sales empt income; year), Shareholder A may elect to expense up
exchanges of property described in sec- (ix) The corporation’s adjustments de$14.000 of separately acquired section 179 propert
. . . . . . . that is purchased and placed in service in 1999, sul
tion 1231 (relating to property used in thescribed in sections 56 and 58, and itemgs; 1, the limitations of section 179(b).
trade or business and involuntary convewf tax preference described in section 57;
sions), grouped by applicable holding peand (b) Character of items constituting pro
riods, by applicable rate of tax under sec- (x) Any item identified in guidance (in- rata share—(1) In general. Except as
tion 1(h), and by any other classificatiorcluding forms and instructions) issued byrovided in paragraph (b)(2) or (3) of this
that may be relevant in determining thehe Commissioner as an item required teection, the character of any item of in-
shareholder’s tax liability; be separately stated under this paragrapbme, loss, deduction, or credit describe
(iif) Charitable contributions, grouped(a)(2). in section 1366(a)(1)(A) or (B) and para-
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graph (a) of this section is determined foof gross income of the corporation used ishareholder of S corporationFor pur-
the S corporation and retains that charaderiving the shareholder’s pro rata sharposes of determining a net operating loss
ter in the hands of the shareholder. Fa@f S corporation taxable income or lossleduction under section 172, a share-
example, if an S corporation has capitglincluding items described in sectionholder of an S corporation must take into
gain on the sale or exchange of a capitaB66(a)(1)(A) or (B) and paragraph (a) oficcount the shareholder’s pro rata share
asset, a shareholder’s pro rata share tifis section). For example, a shareholdaf items of income, loss, deduction, or
that gain will also be characterized as & required to include the shareholder’sredit of the corporation. See section
capital gain regardless of whether thero rata share of S corporation gross irt366(b) and paragraph (b) of this section
shareholder is otherwise a dealer in thafome in computing the shareholder’sor rules on determining the character of
type of property. Similarly, if an S corpo-gross income for the purposes of detethe items. In determining under section
ration engages in an activity that is not fomining the necessity of filing a return172(d)(4) the nonbusiness deductions al-
profit (section 183), a shareholder’s prqsection 6012(a)) and the shareholder®wable to a shareholder of an S corpora-
rata share of the S corporation’s dedugyross income derived from farming (section (arising from both corporation
tions will be characterized as not foions 175 and 6654(i)). sources and any other sources), the share-
profit. Also, if an S corporation makes a (2) Gross income for substantial omis-older separately takes into account the
charitable contribution to an organizatiorsion of items—(i) In general. For pur- shareholder’s pro rata share of the deduc-
qualifying under section 170(b)(1)(A), aposes of determining the applicability oftions of the corporation that are not attrib-
shareholder’s pro rata share of the S cofhe 6-year period of limitation on assessutable to a trade or business and combines
poration’s charitable contribution will be ment and collection provided in sectiorthis amount with the shareholder’s non-
characterized as made to an organizatiggs01(e) (relating to omission of morebusiness deductions from any other
qualifying under section 170(b)(1)(A).  than 25 percent of gross income), a sharseurces. The shareholder also separately
(2) Excgption for contribution of NON- holder’s gross income includes the shareakes into account the shareholder’s pro
capital gain property.If an S corporation po|der’s pro rata share of S corporatiomata share of the gross income of the cor-
is formed or availed of by any shareholdegoss income (as described in sectioporation not derived from a trade or busi-
or group of shareholders for a principagsgy(e)(1)(A)(i)). In this respect, theness and combines this amount with the
purpose of selling or exchanging conymount of S corporation gross incomshareholder’s nonbusiness income from
tributed property that in the hands of thgiseq in deriving the shareholder’s pro ratall other sources. See section 172 and the
shareholder or shareholders would nalhare of any item of S corporation integulations thereunder.
have produced capital gain if sold or eXzome |oss, deduction, or credit (as in- (f) Cross-reference.For rules relating
changed by the shareholder or sharehold,qeq or disclosed in the shareholder® the consistent tax treatment of subchap-

ers, then the gain on the sale or exchanggy i) is considered as an amount dér S items, see section 6037(c).

of the property recognized by the Corporayoss income stated in the shareholder’s
tion is not treated as a capital gain. return for purposes of section 6501(e). §1.1366-2 Limitations on deduction of

(3) Exception for contribution of capital (i) Example. The following example pass-through items of an S corporation to
loss property. If an S corporation is ,qirates the provisions of paragrapHts Shareholders.
formed or availed of by any shareholder O(C)(Z)(i) of this section: o
group of shareholders for a principal pur- ' (a) In generai—(1) Limitation on
pose of selling or exchanging contributed Example. Shareholder A, an individual, owns >5losses and deductionsThe aggregate
property that in the hands of the sharerercent of the stock of Corporation N, an S corporamount of losses and deductions taken

holder or shareholders would have prot_lon that has $10,000 gross income and $2,000 tainto account by a shareholder under

. . able income. A reports only $300 as A's pro rat - _
duced capital loss if sold or exchanged by, e of N's taxable income. A should have report£1-1366 1(a)(2), (3), and (4) for any tax

the shareholder or shareholders, then tR€oo as As pro rata share of taxable income, derivégPle year of an S corporation cannot ex-
loss on the sale or exchange of the propemym $2,500 of N's gross income. Because As rec€€d the sum of—
recognized by the corporation is treated dgn included only $300 without a disclosure meet- (i) The adjusted basis of the share-
a capital loss to the extent that, immedjnd the requirements of section 6501(€)(1)(A)(i)) deholder’s stock in the corporation (as de-
ately before the contribution, the adjusteﬁzr\'/?;ngg :Zi:r'f:éegcne t(:e$2r2?ﬁ r’?] * ;T?a;‘ifgozfermineq under paragraph (a)(3)(i) of this
basis of the property in the hands of th@6300/$500 of $2,500) as gross income from N. sec"t|on), and_ ) )
shareholder or shareholders exceeded the (ii) The adjusted basis of any indebted-
fair market value of the property. (d) Shareholders holding stock subjechess of the corporation to the shareholder
(c) Gross income of a shareholdef1) to community property lawslf a share- (as determined under paragraph (a)(3)(ii)
In general. Where it is necessary to de-holder holds S corporation stock that if this section).
termine the amount or character of theommunity property, then the share- (2) Carryover of disallowance.A
gross income of a shareholder, the sharbelder’s pro rata share of any item or itemshareholder’s aggregate amount of losses
holder’s gross income includes the shardisted in paragraphs (a)(2), (3), and (4) cand deductions for a taxable year in ex-
holder’s pro rata share of the gross inthis section with respect to that stock is rezess of the sum of the adjusted basis of
come of the S corporation. Theported by the husband and wife in accoithe shareholder’s stock in an S corpora-
shareholder’s pro rata share of the grostance with community property rules. tion and of any indebtedness of the S cor-
income of the S corporation is the amount (e) Net operating loss deduction ofporation to the shareholder is not allowed
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for the taxable year. However, any disallosses and deductions specified ion the last day of any post-termination
lowed loss or deduction is treated as in§1.1366—1(a)(2), (3), and (4) exceeds theansition period (within the meaning of
curred by the corporation in the corporasum of the adjusted basis of the shareection 1377(b)).
tion’s first succeeding taxable year, antholder’s stock in the corporation (deter- (2) Limitation on losses and deduc-
subsequent taxable years, with respect toined in accordance with paragraplions. The aggregate amount of losses
the shareholder to the extent that th@)(3)(i) of this section) and the adjusted@nd deductions taken into account by «
shareholder’s adjusted basis of stock dyasis of any indebtedness of the corporahareholder under paragraph (b)(1) of thi
indebtedness exceeds zero. For rules tion to the shareholder (determined in acsection cannot exceed the adjusted bas
determining the adjusted bases of stock a@brdance with paragraph (a)(3)(ii) of thisof the shareholder’s stock in the corpora:
an S corporation and indebtedness of tteection), then the limitation on losses antion determined at the close of the last da
corporation to the shareholder, see pardeductions under section 1366(d)(1) musif the post-termination transition period.
graphs (a)(3)(i) and (ii) of this section. be allocated among the shareholder’s pieor this purpose, the adjusted basis of -
(3) Basis limitation amount-(i) Stock rata share of each loss or deduction. Thehareholder’s stock in the corporation is
portion. A shareholder generally deter-amount of the limitation allocated to anydetermined at the close of the last day o
mines the adjusted basis of stock foloss or deduction is an amount that beatbe post-termination transition period
purposes of paragraphs (a)(1)(i) and (2) dhe same ratio to the amount of the limitawithout regard to any reduction required
this section (limiting losses and deduction as the loss or deduction bears to thender paragraph (b)(4) of this section. If
tions) by taking into account only in-total of the losses and deductions. Fa shareholder disposes of a share of stoc
creases in basis under section 1367(a)(th)is purpose, the total of losses and derior to the close of the last day of the
for the taxable year and decreases in basiactions for the taxable year is the sum gfost-termination transition period, the ad-
under section 1367(a)(2)(A), (D) and (EXhe shareholder’s pro rata share of loss@ssted basis of that share is its basis as ¢
(relating to distributions, noncapital,and deductions for the taxable year, anithe close of the day of disposition. Any
nondeductible expenses, and certain dihe losses and deductions disallowed andsses and deductions in excess of .
and gas depletion deductions) for the taxcarried forward from prior years pursuanshareholder’s adjusted stock basis are pe
able year. In so determining this loss limito section 1366(d)(2). manently disallowed. For purposes of
tation amount, the shareholder disregards (5) Nontransferability of losses and de-section 1366(d)(3)(B) and this paragrapt
decreases in basis under sectioductions. Any loss or deduction disal- (b)(2), the basis of stock in a corporation
1367(a)(2)(B) and (C) (for losses and delowed under paragraph (a)(1) of this seacquired by gift is the basis of the stock
ductions, including losses and deductionon is personal to the shareholder anthat is used for purposes of determining
previously disallowed) for the taxablecannot in any manner be transferred to aisss.
year. However, if the shareholder has inther person. If a shareholder transfers (3) Limitation on losses and deductions
effect for the taxable year an electiorsome but not all of the shareholder’s stoc#illocated to each itemlf the aggregate
under §1.1367-1(f) (proposed to be rede# the corporation, the amount of any disamount of losses and deductions treate
ignated as §1.1367-1(g)) to decrease basiowed loss or deduction under this seas incurred by the shareholder under pare
by items of loss and deduction prior to detion is not reduced and the transferee dogsaph (b)(1) of this section exceeds the
creasing basis by noncapital, nondenot acquire any portion of the disallowedadjusted basis of the shareholder’s stoc
ductible expenses and certain oil and gdsss or deduction. If a shareholder trangdetermined under paragraph (b)(2) of this
depletion deductions, the shareholder alders all of the shareholder’s stock in thesection, the limitation on losses and de:
disregards decreases in basis under sectioorporation, any disallowed loss or deductions under section 1366(d)(3)(B)
1367(a)(2)(D) and (E). This basis limita-duction is permanently disallowed. must be allocated among each loss or de
tion amount for stock is determined at the (6) Basis of stock acquired by gifEor duction. The amount of the limitation al-
time prescribed under §1.1367-1(d)(1) fopurposes of section 1366(d)(1)(A) andocated to each loss or deduction is al
adjustments to the basis of stock. paragraphs (a)(1)(i) and (2) of this secamount that bears the same ratio to th
(ii) Indebtedness portionA share- tion, the basis of stock in a corporatioramount of the limitation as the amount of
holder determines the shareholder’'s adcquired by gift is the basis of the stocleach loss or deduction bears to the total ¢
justed basis in indebtedness of the corpdhat is used for purposes of determiningll the losses and deductions.
ration for purposes of paragraphdoss. (4) Adjustment to the basis of stock.
(@)()(ii) and (2) of this section (limiting  (b) Special rules for carryover of disal- The shareholder’s basis in the stock of the
losses and deductions) without regard ttowed losses and deductions to postorporation is reduced by the amount al-
any adjustment under section 1367 (b)termination transition period described inlowed as a deduction by reason of this
(2)(A) for the taxable year. This basissection 1377(b)}-(1) In general. If, for paragraph (b). For rules regarding adjust
limitation amount for indebtedness is dethe last taxable year of a corporation foments to the basis of a shareholder’s stoc
termined at the time prescribed undewhich it was an S corporation, a loss oin an S corporation, see 81.1367-1.
81.1367-2(d)(1) for adjustments to theleduction was disallowed to a share- (c) Carryover of disallowed losses and
basis of indebtedness. holder by reason of the limitation in paradeductions in the case of liquidations, re-
(4) Limitation on losses and deductiongyraph (a) of this section, the loss oprganizations, and divisiors(1) Liqui-
allocated to each itemlf a shareholder’s deduction is treated under sectiomlations and reorganizationsf a corpora-
pro rata share of the aggregate amount ®866(d)(3) as incurred by that shareholddéion acquires the assets of an ¢
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corporation in a transaction to which sec§1.1366-3 Treatment of family groups. $25,000. F would have $30,000 of total compensa-

tion 381(a) applies, any loss or deduction tion paid by the corporation for services rendered.
disallowed under paragraph (a) of this (@) In general. Under section 1366(e), Example 2. The stock of an S corporation is

. . if an individual, who is a member of theowned by Aand B. For the taxable year, the corpo-
section with respect to a shareholder df |1']ati0n has paid compensation to a partnership that

the distributor or transferor S corporatioﬁam'ly of one or more Shargholders of endered services to the corporation during the tax-
is available to that shareholder as a share-corporation, renders services for, or fuisyje year. The spouse of Ais a partner i that part-
holder of the acquiring corporation.”'Shes capital to, the corporation withouhership. Consequently, if based on all the relevant
Thus. where the acquiring corporation iéeceiving reasonable compensation, thfects and circumstances the partnership did not re-
an s corporation, a loss or deduction of gommissioner shall prescribe adjustgelve reasonable compensation for the services ren-

L . . red to the corporation, the Internal Revenue Ser-
shareholder of the distributor or transferofents to those items taken into accoursl'r::& in its discretion, may make adjustments to

S corporation disallowed prior to or durPy the individual and the shareholders g§ose items taken into account by the partnership
ing the taxable year of the transaction ig1ay be necessary to reflect the value @hd the corporation as may be necessary to reflect
treated as incurred by the acquiring S cofhe services rendered or capital furnishethe value of the services rendered.
poration with respect to that shareholderor these purposes, in determining th _ : —
if the shareholder is a shareholder of theéasonable value for services rendered, gééls,3t?16roj ﬁ g?ifgt;?:]ei?;?;tggarz
acquiring S corporation after the transaccapital furnished, to the corporation, conpor oratior?to its shareholders
tion. Where the acquiring corporation is &ideration will be given to all the facts and°'P '
C corporation, a post-termination transicircumstances, including the amount that (3) pass through inapplicable to sec-
tion period arises the day after the last degrdinarily would be paid in order to ob-tion 34 credit. Section 1.1366-1(a) does
that an S corporation was in existence aridin comparable services or capital from got apply to any credit allowable under
the rules provided in paragraph (b) of thiperson (other than a member of the famsection 34 (relating to certain uses of
section apply with respect to any sharely) who is not a shareholder in the Corpogyasoline and special fuels).
holder of the acquired S corporation thatation. In addition, for purposes of sec- (b) Reduction in pass through for tax
is also a shareholder of the acquiring @on 1366(e), if a member of the family ofinposed on built-in gainsFor purposes
corporation after the transaction. See thene or more shareholders of the S corpef §1.1366-1(a), if for any taxable year of
special rules under section 1377 for theation holds an interest in a pass-througipe s corporation a tax is imposed on the
availability of the post-termination transi-entity (e.g., a partnership, S corporatiorborporation under section 1374, the
tion period if the acquiring corporation istrust, or estate), that performs services fogmount of the tax imposed is treated as a
a C corporation. or furnishes capital to, the S corporatiofyss systained by the S corporation during
(2) Corporate separations to whichwithout receiving reasonable compensahe taxable year. The character of the
section 368(a)(1)(D) appliedf an S cor- tion, the Commissioner shall prescrib@eemed loss is determined by allocating
poration transfers a portion of its assetadjustments to the pass-through entity angle |oss proportionately among the recog-
constituting an active trade or business tthe corporation as may be necessary to rgized built-in gain items giving rise to the
another corporation in a transaction tdlect the value of the services rendered Qay and attributing the character of each
which section 368(a)(1)(D) applies, ancapital furnished. For purposes of sectiopscognized built-in gain item to the allo-
immediately thereafter the stock and set366(e), the ternfamily of any share- ¢gple portion of the loss.
curities of the controlled corporation areholder includes only the shareholder’s (c) Reduction in pass through for tax
distributed in a distribution or exchangespouse, ancestors, lineal descendants, ahshosed on excess net passive income.
to which section 355 (or so much of secany trust for the primary benefit of any ofror purposes of §1.1366-1(a), if for any
tion 356 as relates to section 355) applietese persons. taxable year of the S corporation a tax is
any loss or deduction disallowed under (b) Examples. The provisions of this imposed on the corporation under section
paragraph (&) of this section with respecection may be illustrated by the follow-1375 each item of passive investment in-
to a shareholder of the distributing S COfing examples: come shall be reduced by an amount that

poration immediately before thg transac- Example 1. The stock of an S corporation is €@rs the same ratio to the amount of the
tion is allocated between the distributing pie 1. p .
owned 50 percent by F and 50 percent by T, thtax as the amount of the item bears to the

corporation and the controlled CorporaFninor son of F. For the taxable year, the corporatiototal passive investment income for that

tion with reSPeCt to the shareholder. Thﬁas items of taxable income equal to $70,000. Compgxable year.
amount of disallowed loss or deductiorpensation of $10,000 is paid by the corporation to F

allocated to the distributing (or con-for services rendered during the taxable year, and @) 1366-5 Effective date.
tr0||ed) corporation with respect to thecompensation is paid to T, who rendere‘d no services.
shareholder is an amount that bears ﬂl?@sed on all the relevant facts and circumstances, Sections 1.1366—1 through 1.1366—4

. . . reasonable compensation for the services render ;
same ratio to each item of disallowed 10S§, ¢ \youid be $30,000. In the discretion of the mf%p'y to taxable years of an S corporation

or deduction as the value of the shar@ermal Revenue Service, up to an additional $20,008€9iNNINg on or after August 18, 1998.
holder’s stock in the distributing (or con-of the $70,000 of the corporation’s taxable income, Par. 4. Section 1.1367-0 is amended in
trolled) corporation bears to the totafor tax purposes, may be allocated to F as compendite table as follows:
value of the shareholder’s stock in the didion for services render_ed.’ If the Se_rvice allocates 1. The entries for §1.1367-1(e)
tributing and controlled corporations, in>22:000 Of the corporation's taxable income to F afyyrq,gh (g) are revised.

. . A compensation for services, taxable income of the .
each case as determined immediatelyporation would be reduced by $20,000 to 2- 1he entries for §1.1367-1(h)

after the distribution. $50,000, of which F and T each would be allocatethrough (j) are added.
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The additions and revisions read as foladjustments required by section 1367 (ahare of the amount of the items described in sectio

lows: are made in the foIIowing order— 1367(a)(2)(D) (relating‘to decreases ir_] basis of stocl

attributable to noncapital, nondeductible expenses

§1.1367—0 Table of contents. * ok ok k% is $200. S makes a distribution to A in the amount
. of $100 during 2002.

x % x % % (f) Ordering rules for taxable years be- (i pursuant to the ordering rules of paragraph (f)

ginning on or after August 18, 199&o0r of this section, A first increases the basis of eact

§1.1367—1 Adjustments to basis of any taxable year of a corporation beginshare of stock by $3 ($300/100 shares) and then d¢

shareholder's stock in an S corporation, Ning on or after August 18, 1998, excepf/eases the basis of each share by $1 ($100/1

as provided in paragraph (g) of this se shares) for the distribution. A next decreases the
P P graph (g Coasis of each share by $2 ($200/100 shares) for tf

tion, the adeStme!"tS reqUireq by sectiofoncapital, nondeductible expenses and then de
(e) Ordering rules for taxable years bel367(a) are made in the following order—ereases the basis of each share by $3 ($300/1C
ginning before January 1, 1997. (1) Any increase in basis attributable tghares) for the items of loss. Thus, on January 1

. the income items described in sectioﬁOO3' A has a basis of $3 per share in the origina
(f) Ordering rules for taxable years be lock of 50 shares ($6 + $3 — $1 — $2 — $3) and :

* K* K* *x %

ginning on or after 1367(a)(1)(A) and (B), and the excess asis of $5 per share in the second block of 10(
August 18, 1998. the deductions for depletion described ighares ($8 + $3 - $1 — $2 — $3).
(9) Elective ordering rule. section 1367(a)(1)(C); . x x
(h) Examples. (2) Any decrease in basis attributable to | @@ e
. fatr ; ; _ Example 4. Effects of section 1377(a)(2) election
(I) [Re_served] . . . a d.IStrlputlon. by the corpora.tlon de and distribution on basis of stock for taxable years
() Adjustments for items of income inscribed in section 1367(a)(2)(A); beginning before January 1, 1997+ *

respect of a decedent. (3) Any decrease in basis attributable example 5. Effects of section 1377(a)(2) electior

to noncapital, nondeductible expenses dend distribution on basis of stock for taxable years
scribed in section 1367(a)(2)(D), and thé&eginning on or after August 18, 1998) The facts

Par. 5. Section 1.1367-1 is amended @il and gas depletion deduction described® "¢ same as Example 4except that all of the
events occur in 2001 rather than in 1994 and excey

* * * *x %

follows: . . In section 1367(3‘)(2_)(E); a_nd . as follows: On June 30, 2001, B sells 25 shares ©
1. The heading and introductory text of (4) Any decrease in basis attributable t@er stock for $5,000 to D and 25 shares back to Cor
paragraph (e) are revised. items of loss or deduction described imoration S for $5,000. Under section 1377(a)(2)(B)
2. Paragraphs (f) and (g) are redesigection 1367(a)(2)(B) and (C). and §1.1377-1(b)(2), B and C are affected share
nated as paragraphs (g) and (h), respec-(g) Elective ordering rule.A share- Eg':eg' bgza:gzz:thtisStL""C':éen”‘lsg;;‘?ar;}:z;‘z/gog:fg
tively. holder may elect to decrease basis U”d§f1377—1(b)(1), B and C, the affected shareholder:
3. New paragraph (f) is added. paragraph (e)(3) or (f)(4) of this sectionand Corporation S agree to treat the taxable yea

4. The first and second sentences ofhichever applies, prior to decreasin@o01 as if it consisted of two separate taxable year

; i d h 2 f)(3) ofer all affected shareholders for the purposes se
newly designated paragraph (g) are redasis under paragraph (e)(2) or (f)(3) 0forth in L1377 10)EY).

vised. ' .thIS section, Whlcheve_r applle_s. If a (i) On June 30, 2001, B and C, pursuant to the
5. Newly designated paragraph (h) ishareholder makes this election, anyyering rules of paragraph (f)(1) of this section, in-
amended as follows: amount described in paragraph (€)(2) Qjrease the basis of each share by $60 ($6,000/1(
a. The heading foExample 1lis re- (f)(3) of this section, whichever appliesshares) for the nonseparately computed income
vised. that is in excess of the shareholder’s bas[§en B and C reduce the basis of each share by $1.

. . . $12,000/100 shares) for the distribution. Finally, B
b. Example mndExampIe re redes- in stock and indebtedness is treateé\hd C decrease the basis of each share by $4

ignated asExample 3andExample 4re- solely for purposes of this section, as af$4,000/100 shares) for the separately stated dedu
spectively. amount described in paragraph (e)(2) afon item.
c. NewExample 4s added. (f)(3) of this section, whichever applies, (i) The basis of the stock of B is reduced from

Example 4s revised (h) * * * Prior to accounting for the separately stated deductiol

item, the basis of the stock of C is reduced from $8(
e. Example Ss added.

N Example 1.Adjustments to basis of stock for tax-t,0 $20 ($80 + $60 — $120). Finally, becausg the pe
6. Paragraph (i) is added and reservegle years beginning before January 1, 1997, *  + fiod from January 1 through June 30, 2001 is treate:

and paragraph (j) is added. Example 2. Adjustments to basis of stock for taxnder 81.1377-1(b)(3)()) as a separate taxable ye:
The additions and revisions read as fokble years beginning on or after August 18, 1ggg. 'O" PUrPoses of making adjustments to the basis o
lows: On December 31, 2001, A owns a block of 50 sharecéo‘:k' under section 1366(d) and §1.1366- _2(?)(2)’ (
' of stock with an adjusted basis per share of $6 ifj/2y deduct only $20 per share of the remaining $4

. . ; the separately stated deduction item, and the bas
Corporation S. On December 31, 2001, A purchas .
§1.1367-1 Adjustments to basis of P P of the stock of C is reduced from $20 per share to $

) - . for $400 an additional block of 50 shares of stoc ;
shareholder's stock in an S corporation. with an adjusted basis of $8 per share. Thus, RET share. Under section 1366 and 81.1366-2(a)(2

e x e holds 100 shares of stock for each day of the 20d2S remaining separately stated deduction item of $2(

taxable year. For S's 2002 taxable year, A's pro rafer share is treated as having been incurred in the fir

(e) Ordering rules for taxable years be-share of the amount of items described in sectio?#cceeding ta;aple yearJ olf Ciogo(;a(;ition S, which, fo
ginning before January 1, 199%For any 1367(a)(1)(A) (relating to increases in basis oF IS purpose, begins on July L, :

. .. stock) is $300, A's pro rata share of the amount of .
taxable year of a corporation begmnméne items described in section 1367(a)(2)(B) (relat- (I) [Re_served] . . .
before January 1, 1997, except as Prg to decreases in basis of stock attributable to () Adjustments for items of income in

vided in paragraph (g) of this section, th@ems of loss and deduction) is $300, and A's pro rattespect of a decedentThe basis deter-
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mined under section 1014 of any stock in (a) Accumulated adjustments accountAugust 18, 1998For any taxable year of
an S corporation is reduced by the portion r x * x x the corporation beginning on or after Au-
of the value of the stock that is attribut- gust 18, 1998, paragraphs (c) and (d) of
able to items constituting income in re- (4) Ordering rules for the AAAfor tax- this section are applied only after taking
spect of a decedent. For the determingble years beginning before January into account—

tion of items realized by an S corporatiord997. (i) The adjustments to the basis of the
constituting income in respect of a dece- (5) Ordering rules for the AAAfor tax- shares of a shareholder’s stock described
dent, see sections 1367(b)(4)(A) and 69able years beginning on or after Augusi section 1367(a)(1) (relating to in-

and applicable regulations thereundei.8, 1998. creases in basis of stock) for the S corpo-
For the determination of the allowance of X % % k% ration’s taxable year; and
a deduction for the amount of estate tax (i) The adjustments to the AAA re-

attributable to income in respect of a_(d) Adjustment in the case of redempgireq by section 1368(e)(1)(A) (but
decedent, see section 691(c) and applicBons, liquidations, reorganizations, andyithout regard to the adjustments for dis-
ble regulations thereunder. divisions. tributions under §1.1368-2(a)(3)(iii)) for
Par. 6. The first sentence of §1.1367-3 X ok Kk x * the S corporation’s taxable year. Any net
is removed and two sentences are addedPar 8. Section 1.1368-1 is amendelggative adjustment (as defined in section
in its place to read as follows: by revising paragraphs (d)(1) and (e) [4368(e)(1)(C)(ii)) for the taxable year

81.1367-3 Effective date and transition read as follows: shall not be taken into account.

e §1.1368-1 Distributions by S . _

Except for §1.1367—1(f)Example 2 corporations. Par. 9. Section 1.1368-2 is amended as
and Example 5of §1.1367-1(h), and follows: )
§1.1367-1(j), §§1.1367—1 and 1.1367-2 e 1. Paragraphs (a)(1) and (a)(3)(ii), and

apply to taxable years of the corporation (d) S corporation with earnings and the heading and introductory text of para-
beginning on or after January 1, 1994profits—(1) General treatment of distrib- 9raPh (2)(4) are revised.
Section 1.1367-1(ffExample 2andEx- ution. Except as provided in paragraph 2- Paragraph (a)(5) is added.
ample 5of §1.1367-1(h), and §81.1367—d)(2) of this section, a distribution made 3 The heading for paragraph (d) is re-
1(j) apply only to taxable years of the corwith respect to its stock by an S corpora¥iséd- N
poration beginning on or after August 18tion that has accumulated earnings and 1 ne additions and revisions read as fol-
1998. *** profits as of the end of the taxable year ¢PWS:

Par. 7. Section 1.1368-0 is amended i_l'he S corporation in which the distributiong; 1368 2 Accumulated adjustments
the table as follows: is made is treated in the manner providegl.c. ¢ (apA)

1. The entry for §1.1368-1(e) is rein section 1368(c). See section 316 and '
vised and entries for §1.1368-1(e)(1) ang1.316-2 for provisions relating to the al- (a) Accumulated adjustments ac-
(2) are added. location of earnings and profits amongount—(1) In general. The accumulated

2. The entries for §1.1368-2(a)(4) angjstributions. adjustments account is an account of the S
(d) are revised.

) r o+ x % % corporation and is not apportioned among
3. An entry for 81.1368-2(a)(5) is shareholders. The AAA s relevant for all
added. o (e) Certain adjustments taken into actaxable years beginning on or after Janu-
The additions and revisions read as fokount—(1) Taxable years beginning be-ary 1, 1983, for which the corporation is
lows: fore January 1, 1997.For any taxable an S corporation. On the first day of the
§1.1368-0 Table of contents. year of the corporation beginning beforgjrst year for which the corporation is an S
January 1, 1997, paragraphs (c) and (d) ebrporation, the balance of the AAA is
L this section are applled Only after takinQero_ The AAA is increased in the man-
§1.1368-1 Distributions by S into account— _ ner provided in paragraph (a)(2) of this
corporations. (i) The adjustments to the basis of theection and is decreased in the manner
shares of a shareholder’s stock describgfovided in paragraph (a)(3) of this sec-
* ok ok ok % in section 1367 (without regard to sectioflion. For the adjustments to the AAA in
(e) Certain adjustments taken into act367(2)(2)(A) (relating to decreases aithe case of redemptions, liquidations, re-
count. tributable to distributions not includible iNorganizations, and corporate separations,
(1) Taxable years beginning befordncome)) for the S corporation's taxablesee paragraph (d) of this section.
January 1, 1997. year;and v % o % %
(2) Taxable years beginning on or after (i) The adjustments to the AAA re-
August 18, 1998. quired by section 1368(e)(1)(A) (but (3) Decreases to the AAA* *

without regard to the adjustments for dis- (ii) Extent of allowable reductionThe
tributions under §1.1368-2(a)(3)(iii)) for AAA may be decreased under paragraph
81.1368-2 Accumulated adjustments  the S corporation’s taxable year. (@)(3)(i) of this section below zero. The
account (AAA). (2) Taxable years beginning on or afterAAA is decreased by noncapital, nonde-
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ductible expenses under paragraptions under paragraph (d)(1) of this secscribed in section 1367(a)(2)(B) and (C)/10 shares)
(a)(3)(i)(C) of this section even though &ion. ;'r?wefve" ?ﬁs's may not ?f-‘ Leducef‘jx bE'tOWkZ_em

. . . ererore, the basis orf each snare O S SIOCK IS Te
portion of Fhe noncaplt&}" nondeductible L L duced to zero. As of January 1, 2002, A has a bas
expenses is not taken into account b_y a . . of $0 in his shares of S stock. Pursuant to sectiol
shareholder under §1.1367-1(g) (relating (d) Adjustment in the case of redempr3eg(q)(2), the $.40 of loss in excess of As basis ir
to the elective ordering rule). The AAA istions, liquidations, reorganizations, andeach of his shares of S stock is treated as incurred t

also decreased by the entire amount gjvisions* * * the corporation in the succeeding taxable year witt

H respect to A.
any loss or deduction even though a por- X ok x K % P
tion of the loss or deduction is not taken ¥okok k%

. Par. 10. Section 1.1368-3 is amended
into account by a shareholder under S€CS follows: Par. 11. The first sentence of §1.1368

tion 1366(d)(1) or is otherwise not cur- . . 4i d and tw t dd
. 1. The heading foExample lis re- % IS F€mMoved and two Sentences are aads

rently deductible under the Internal Rev- . in its place to read as follows:

enue Code. However, in any subsequewtsed' P

taxable year in which the loss, deduction 2. Example Ahrough Example Gare §1.1368-4 Effective date and transition
redesignated @&xample 3hroughExam-

or noncapital, nondeductible expense I§Ie 7 respectively rule.
trgated as incurred by the corporatio 3. NewExample 24s added. Except for §81.1368-1(e)(2), 1.1368-
with respect to the shareholder under sec- . L
tion 1366(d)(2) or §1.1367—1(g) (or in The revision and addition read as fol2(a)(5), andExample 2of §1.1368-3,
' lows: §81.1368-1, 1.1368-2, and 1.1368-

which the loss or deduction is otherwise
allowed to the shareholder), no further adg1.1368-3 Examples.
justment is made to the AAA.

apply to taxable years of the corporatior
beginning on or after January 1, 1994.
X ok ok %k Sections 1.1368-1(e)(2), 1.1368-2(a)(5’
Fokox ok and Example 2of §1.1368-3 apply only

Example 1. Distributions by S corporations bl fth h beqi
(4) Ordering rules for the AAA for tax- without C corporation earnings and profits for tax-t(? taxable years of the corporation begin
able years beginning before January 1able years beginning before January 1, 1997+ Ning on or after August 18, 1998. ***

P _ Example 2. Distributions by S corporations
1997. For any taxable year beginning beWithout earnings and profits for taxable years begin- Michael P. Dolan,

fore January 1, 1997’_ the adJUStments an on or after August 18, 1998i) Corporation S, Deputy Commissioner of
the AAA are made in the following an s corporation, has no earnings and profits as of Internal Revenue
order— January 1, 2001, the first day of its 2001 taxable :

year. S'’s sole shareholder, A, holds 10 shares of l%iled by the Office of the Federal Register on
stock with a basis of $1 per share as of that date. é(ﬂjgust 17, 1998, 8:45 a.m., and published in the

; March 1, 2001, S makes a distribution of $38 to Aissue of the Federal Register for August 18, 1998, 6.

(5) Orderlng r_U|e_s for the AAA for tax- For S's 2001 taxable year, A's pro rata share of the.R. 44181) ? ’
able years begmnmg on or after AuQus&mount of the items described in section 1367(a)(1)
18, 1998.For any taxable year of the correlating to increases in basis of stock) is $50. As
poration beginning on or after August 18pro rata share of the amount of the items describe

1998, the adjustments to the AAA arén sections 1367(a)(2)(B) through (D) (relating t
decreases in basis of stock for items other than dis-

ma_de in the foII_ovwng order— tributions) is $26, $20 of which is attributable to  PUrsuant to the authority described ir
() The AAAis increased under para-items described in section 1367(a)(2)(B) and (Cpection 9 of Rev. Proc. 95-28, 1995-1
graph (a)(2) of this section before it is deand $6 of which is attributable to items described iIC.B. 704, 7056, this announcement ex

creased under paragraph (a)(3) of this segsction 1367(2)(2)(D) (relating to decreases in basggn s the relief provided in section 5.02 of
tion for the taxable year; aﬁ?ﬁ;ﬁ?}'g;‘; 222;?2“’1'323?3)8 (dl‘;Cg?]lj ;ﬁpigsezs)that revenue procedure to the owner o

(i) The AAA is decr.eased (bUt_nOt 1(e)(1) and (2), the adjustments to the basis of A&NY Project in Nevada County, California
below zero) by any portion of an ordinarystock in s described in sections 1367(a)(1) are madbat (1) received a 1996 allocation of low-
distribution to which section 1368(b) orbefore the distribution rules of section 1368 are aincome housing credit under § 42(h)(1)(E)
(c)(1) applies (without taking into accountplied. Thus, As basis per share in the stock is $6.08y () of the Internal Revenue Code, (2) is

; ; : 1 + [$50/10]) before taking into account the distri- o .
any net negative adjustment (as defined ution. Under section 1367(a)(2)(A), the basis o“ocated within 20 miles of Yuba County,

section 1368(e)(1)(C)(ii)) before i_t is de'_A‘s stock is decreased by distributions to A that ar&alifornia, one of the counties included in
creased under paragraph (a)(3)(i) of thisot includible in A's income. Under §1.1367-a major disaster declaration by the Presi
section; 1(0)(3), the amount of the distribution that is attribdent on February 9, 1998, as a result ¢
(iii) The AAA is decreased under paraJ;ta_l:)Ie/to ear::h share l;f As s:tOtt:)k i§ $3.80 i}$38 qiStrhooding from the “El Nino” weather pat-
graph (a)(3)())(C) and (D) of this section t““?(”.l(;zs Z%re;é‘ og UZSASSO o e "Rrn, and (3) as required by section 6 o
before it is decreased under paragrapjgoucntltie d.istrit()uti.on Under S)e?t,;: 1Zég?a;?2§(g§hev. Proc. 95-28, is determined by the
(@)(3)()(A) and (B) of this section; the basis of each share of A's stock in S after takingalifornia Tax Credit Allocation Commit-
(iv) The AAA is decreased under parainto account the distribution, $2.20, is decreased bee to qualify for the relief provided in sec-
graph (a)(3)(i)(A) and (B) of this section;i-h60 (i‘f VE)O”_Cap'ta" r:‘ondeguci'bl'(_e ex_ptenses’loi;ron 5.02 of that revenue procedure as a re
us, As Daslis per share afrter taking Into accoun . . .
and . . the nondeductible, noncapital expenses is $1_6§_ult_(?f the ﬂOOdmg_ herein de_scr_lbed. _In
(V) The AAA is adjusted (whether neg-ynder section 1367(a)(2)(B) and (C), A's basis peftddition, the compliance monitoring relief

ative or positive) for redemption distribu-share is further decreased by $2 ($20 items d@rovided in section 8 of Rev. Proc. 9528

* K* K* *x %
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will apply to the California Tax Credit Al- ment is Christopher J. Wilson of the Ofther information regarding this notice,

location Committee.

fice of Assistant Chief Counsel (Passeontact Mr. Wilson on (202) 622-3040

The principal author of this announcethroughs and Special Industries). For furtnot a toll-free call).

Changes to Excise Taxes

Announcement 98-83

Purpose

Diesel fuel used in trains, IRS No. 71

Claims for fuel tax refunds

September 8, 1998

To announce excise tax changes made by recent legislation. The changes include:

¢ A reduction in the tax rate for diesel fuel used in trains beginning November 1, 1998,
and

* New rules for making a claim for refund under sections 6421 and 6427 of the Internal
Revenue Code.

Beginning November 1, 1998, the tax rate for diesel fuel used in trains is $.044 per gallon.

Beginning October 1, 1998, persons may file a claim if, at the close of any quarter of the
claimant’s income tax year, a refund of $750 or more is due. Such a claim now includes
amounts for excise taxes on gasoline, aviation gasoline, diesel fuel, aviation fuel (other
than gasoline), and kerosene in the quarter or any prior quarter of the taxable year.

Claimants should fil&-orm 8849, Claim for Refund of Excise Taxes, or Schedule C of
Form 720, Quarterly Federal Excise Tax Return, for the listed taxes. However, they
should continue to ugeorm 4136,Credit for Federal Tax Paid on Fuels, for:

» Tax on gasoline used on a farm for farming purposes (section 6420); and
« Amounts not included in claims previously filed for the taxable year.
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Definition of Terms

Revenue rulings and revenue procedurgdies to both A and B, the prior ruling isnew ruling does more than restate the
(hereinafter referred to as “rulings”) that modified because it corrects a publishedubstance of a prior ruling, a combination
have an effect on previous rulings use thgosition. (Compare wittamplifiedand of terms is used. For exampl®odified
following defined terms to describe theclarified, above). and supersedediescribes a situation
effect: Obsoleteddescribes a previously pub-where the substance of a previously pub
Amplified describes a situation wherelished ruling that is not considered deterlished ruling is being changed in part anc
no change is being made in a prior pubminative with respect to future transacis continued without change in part and it
lished position, but the prior position istions. This term is most commonly useds desired to restate the valid portion of
being extended to apply to a variation oin a ruling that lists previously publishedthe previously published ruling in a new
the fact situation set forth therein. Thustulings that are obsoleted because afiling that is self contained. In this case
if an earlier ruling held that a principlechanges in law or regulations. A rulingthe previously published ruling is first
applied to A, and the new ruling holdsmay also be obsoleted because the sufmodified and then, as modified, is super-
that the same principle also applies to Bstance has been included in regulatiorseded.
the earlier ruling is amplified. (Comparesubsequently adopted. Supplementeds used in situations in
with modified below). Revokedlescribes situations where thavhich a list, such as a list of the names o
Clarified is used in those instancegosition in the previously published rul-countries, is published in a ruling and
where the language in a prior ruling isng is not correct and the correct positiothat list is expanded by adding further
being made clear because the languagebeing stated in the new ruling. names in subsequent rulings. After the
has caused, or may cause, some confu-Supersededescribes a situation whereoriginal ruling has been supplemented
sion. It is not used where a position in ghe new ruling does nothing more thaseveral times, a new ruling may be pub-
prior ruling is being changed. restate the substance and situation oflashed that includes the list in the original
Distinguisheddescribes a situation previously published ruling (or rulings).ruling and the additions, and supersede
where a ruling mentions a previouslyThus, the term is used to republish undel prior rulings in the series.
published ruling and points out an esserthe 1986 Code and regulations the same Suspendeds used in rare situations to
tial difference between them. position published under the 1939 Codshow that the previous published rulings
Modified is used where the substancand regulations. The term is also usewill not be applied pending some future
of a previously published position iswhen it is desired to republish in a singleaction such as the issuance of new o
being changed. Thus, if a prior rulingruling a series of situations, names, etcamended regulations, the outcome o
held that a principle applied to A but nothat were previously published over a pecases in litigation, or the outcome of a
to B, and the new ruling holds that it apfiod of time in separate rulings. If theService study.

H H E.O—Executive Order. PHC—Personal Holding Company.
Abbreviations g Company

ER—Employer. PO—Possession of the U.S.

The following abbreviations in current use and for£R|SA—Employee Retirement Income Security Act.PR—Partner.
merly used will appear in material published in the

Bulletin. EX—Executor. PRS—Partnership.

F—Fiduciary. PTE—Prohibited Transaction Exemption.
A—Individual FC—Foreign Country. Pub. L—Public Law.
ACq.—A(?qwescence. FICA—Federal Insurance Contribution Act. REIT—Real Estate Investment Trust.
B—Inleldu.a.I. FISG—Foreign International Sales Company. Rev. Proc—Revenue Procedure.
;E:EZ:EICWY FPH—Foreign Per.sonal Holding Company. Rev. Rul:—Bevenue Ruling.
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apply look-back method ide min-
imis cases (TD 8775) 34,

26 CFR 1.465-27, added; qualified
nonrecourse financing under section
465(b)(6) (TD 8777) 34

26 CFR 1.468A-2, -3, -8, amended;
nuclear decommissioning funds; re-
vised schedules of ruling amounts
(TD 8758) 1315

26 CFR 1.904-5(0), 1.904-5T, 1.954—
0(b), 1.954-1, amended; 1.954-1T,
—2T, —9T, added; 301.7701-3(f)(1),
amended; controlled foreign corpo-
ration relating to partnerships and
branches (TD 8767) 18,

1998-36 |.R.B.

26 CFR 1.925(a)-1T, 1.925(b)-

26 CFR 1.1271-1, 1.1275-1, amended;

26 CFR 1.1202-0, —2, added; qualified

credit filing requirements (TD 8759)
13,19

Authorized by sec. 105(a)(11) of Hous-
ing and Community Development
Act, not includible in gross income

1T(b)(3)(i), amended; 1.927(e)-1T, (RR 19) 155

revised; foreign sales corporationRenewable electricity production credit;

transfer pricing source and grouping calendar year 1998 inflation adjustment

rules (TD 8764) 159 factor and reference prices. (Notice 27)

26 CFR 1.985-1, -5(a), amended; 18,14

1.985-7, added; dollar approximatéReorganizations; exchange of securitie:

separate transactions method of ac- (RR 10) 10,11

counting (DASTM) to profit and loss Reproduction of Forms 1096, 1098, 1099

method of accounting, change from 5498, and W-2G (RP 37) 26,

P&L method to DASTM (TD 8765) Rulings:

16,11 Areas in which advance rulings will not

be issued:

Associate Chief Counsel (Domes-
tic), Associate Chief Counsel
(EBEO) (RP 3) 1100

Associate Chief Counsel (Interna-
tional) (RP 7) 1222

debt instruments with original issue
discount, annuity contracts (TD
8754) 10,15

small business stock (TD 8749)18

26 CFR 1.1290-0, amended; 1.1294-0, Obsolete (RR 37) 35

added; a. 1291-0T, amendedRural airports (RP 18) &0

1.1291-1T, added; 1.1291-9Social security benefits under U.S.-
amended; 1.1293-0, —1T, added; Canada treaty, recent changes (Notic
1.1295-0, —1T, -3T, 1.1297-3T(c), 23) 18,9

added; passive foreign investmenSpecifications for filing Form 1042-S
company preferred shares, special (RP 44) 3211

income exclusion (TD 8750) &, Spin-off of subsidiary (RR 27) 22,

26 CFR 1.1396-1; empowerment zonSRLY notice (Notice 38) 347

employment credit, qualified zoneTechnical advice to district directors and
employees (TD 8747) 18 chiefs, appeals offices, Associate Chie

26 CFR 1.1397E-1T, added; qualified Counsel (Domestic), Associate Chief

zone academy bonds (TD 8755) 10, Counsel (EBEO), Associate Chief

21 Counsel (Enforcement Litigation), and
26 CFR 1.1502-3, -4, -9(a), Associate Chief Counsel (International)
—21T(c)(1)(iii), amended; 1.1502— (RP 2) 1,74

3T, —4T, —9T, -55T, added; 1.1502Tentative differential earnings rate for
23T(b), (c), redesignated; consoli- 1997 (Notice 19) 124

dated returns, limitations on the us€reatment of hybrid arrangements unde
of certain losses and credits, overall subpart F (Notice 11) 4,8

foreign loss accounts (TD 8751) 10Trust, election to treat U.S. person;
23 domestic trust (Notice 25) 181

26 CFR 54.9801-2T, amendedaiver of period of stay in foreign coun-

54.9801-4T, 5T, revised; 54.9804— try (RP 38) 2729

1T, redesignated; 54.9806—1T, redesA/ithholding regulations:

ignated; 54.9812-1T, added; mental Effective date of sec. 1441 withholding
health parity, interim rules (TD regulations amended (Notice 16) 15,
8741) 3,6 12
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